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Depreciation,  Appreciation  and  Productive 
Capacity 

BY  W.  A.  PATON 

In  the  December,  191,9,  number  of  THE  JOURNAL  OF  ACCOUNT- 
ANCY appeared  an  article  by  John  Bauer,  entitled  Renewal  Costs 
and  Business  Profits  in  Relation  to  Rising  Prices.  Depreciation 
Reserves  and  Rising  Prices,  an  answer  by  E.  S.  Rastall,  appeared 
in  the  February,  1920,  issue.  These  articles  raise  some  very  in- 
teresting questions  of  accounting  policy  with  regard  to  the  valua- 
tion of  plant  and  equipment  assets,  questions  which  the  account- 
ant is  called  upon  to  face  squarely.  Believing  that  the  subject  is 
still  by  no  means  exhausted  the  writer  wishes  to  contribute  a  few 
comments  to  the  discussion. 

Mr.  Bauer  argues  that  the  principle  of  accounting  which  should 
be  followed  in  taking  care  of  depreciation  of  equipment  is  to 
charge  to  operation  the  expected  cost  of  replacement  rather  than 
the  original  cost  less  salvage.  If  original  cost  is  charged  to  ex- 
pense, he  states,  the  investment  is  maintained  from  revenues  in  a 
formal  dollars-and-cents  fashion,  but  the  physical  extent  and  pro- 
ductive capacity  of  the  plant  and  equipment  are  not  so  maintained 
in  a  period  of  rising  prices.  In  order  to  maintain  capacity,  ac- 
cordingly, a  management  which  has  adhered  to  the  conventional 
depreciation  policy  finds  itself  compelled,  in  these  days  of  100  and 
200  per  cent  price  advances,  to  draw  in  new  capital  in  making 
replacements.  If  effective  replacement  costs  were  charged  to 
operation  during  the  useful  life  of  a  unit,  on  the  other  hand,  suffi- 
cient earnings  would  be  reserved  not  merely  to  make  good  the 
value  expiration  in  dollars  but  to  provide  funds  to  replace  the 
property  in  kind. 

Now  the  writer  finds  himself   somewhat  in  sympathy  with 
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Mr.  Bauer's  position.  Current  conditions  are  emphasizing  sharply 
the  need  for  accounts  and  financial  statements  of  business  enter- 
prises which  shall  show  as  nearly  as  possible  the  actual  economic 
situation  in  each  case.  It  is  coming  to  be  more  clearly  recognized 
that  both  the  periodic  statement  of  financial  position  and  the 
report  as  to  interim  conditions  of  operation  should  consistently 
reflect  true  pictures  of  current  business  conditions  and  tendencies 
if  these  statements  are  to  form  a  basis  for  rational  judgments 
on  the  part  of  the  immediate  management,  the  investor  and  other 
interests  concerned.  In  other  words,  accounting  systems  must 
become  more  sensitive  and  accurate  gauges  of  economic  data — 
and  certain  long-standing  theories  and  policies  of  accountants 
must  accordingly  undergo  modification — if  the  purposes  of  the 
various  interests  in  the  business  enterprise  are  to  be  adequately 
served.  But  while  improvement  along  these  lines  is  much  to  be 
desired,  the  inherent  limitations  of  accounting  must  not  be  over- 
looked in  the  advocacy  of  fundamental  changes  in  established  ac- 
counting policies.  Further,  it  must  be  recognized  that  new  theo- 
ries and  plans  for  dealing  with  asset  values  and  the  expiration 
thereof  on  the  books  can  only  be  adopted  as  technical  methods  are 
developed  to  express  and  control  such  schemes  in  a  manner  con- 
sistent with  all  the  elements  in  the  accounting  structure.  That  is, 
it  may  be  an  ideal  of  management  to  maintain  the  productive 
capacity  of  the  plant  out  of  earnings,  but  we  can  not  suffer  this 
principle  to  be  introduced  into  the  accounts  in  such  a  way  as  to 
distort  and  misstate  essential  aspects  of  the  balance-sheet.  Let 
us  briefly  consider  both  these  matters. 

Ideally,  perhaps,  accounts  should  show  comparative  economic 
conditions.  Comparison  of  the  balance-sheet  of  December  31, 
1918,  with  that  of  December  31,  1919,  it  might  be  urged,  should 
enable  one  to  draw  a  conclusion  as  to  the  relative  economic  posi- 
tions of  the  enterprise  at  the  two  dates.  But  such  conclusions, 
without  important  qualifications,  can  not  or  should  not  be  drawn 
directly  from  the  conventional  accounting  statements.  The  sig- 
nificance of  the  dollar— the  accountant's  yardstick— is  constantly 
changing.  We  know  that  the  1920  dollar  is  a  very  different  unit 
from  the  1910  dollar;  although  it  is  doubtful  if  anyone— no  mat- 
ter how  expert  with  index  numbers— can  tell  us  just  what  the 
difference  is.  "Dollar"  is  a  name  we  attach  to  a  varying  economic 
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significance.  One  of  the  fundamental  limitations  of  accounting 
arises  here.  The  units  of  physical  science  are  always  the  same; 
and  hence  direct  comparisons  of  situations  and  phenomena  aris- 
ing at  different  times  can  be  made  in  this  field.  Accountants  deal 
with  an  unstable,  untrustworthy  index ;  and,  accordingly,  compari- 
sons of  unadjusted  accounting  statements  prepared  at  different 
periods  are  always  more  or  less  unsatisfactory  and  are  often  posi- 
tively misleading. 

A  real  estate  firm,  for  example,  may  have  purchased  a  tract 
of  land  in  1910  for  $100,000  and  have  sold  the  same  tract  in  1920 
for  $200,000.  Ignoring  interest,  taxes,  development  costs,  etc., 
and  all  other  possible  transactions,  it  now  appears  that  the  com- 
pany has  twice  as  many  dollars  as  in  1910 ;  which  means  that  in 
terms  of  the  conventional  accounting  criterion  its  wealth  is  just 
twice  as  great  as  in  1910.  As  a  matter  of  fact  the  dollar  may  have 
so  shrunk  in  significance  that  the  concern  is  in  no  better  or  even  in 
a  worse  economic  position  than  formerly. 

Many  enterprises  and  many  individuals  have  found  them- 
selves in  a  somewhat  similar  situation  in  the  past  few  years.  The 
apparent  economic  gain  measured  in  dollars  is  often  largely  or 
entirely  nominal  because  of  the  lessening  value  of  the  dollar. 
Many  a  taxpayer  has  felt  the  injustice  of  being  obliged  to  pay 
large  sums  in  income  and  profits  taxes  from  net  earnings  deter- 
mined by  orthodox  accounting  methods  which  were  fictitious  as  a 
measure,  of  true  improvement  in  economic  condition.  Here  we 
have  the  fundamental  case  of  paper  profits.  The  profit  recog- 
nized on  unsold  goods  may  measure  a  genuine  enhancement  in 
economic  significance;  the  profit  realized  by  sale  of  goods  which 
does  not  indicate  improved  economic  well-being  is  the  better  case  of 
a  nominal  profit.  No  doubt  certain  wage-earners  in  recent  years 
have  found  all  their  nominal  increase  in  compensation  more  than 
offset  by  advancing  prices  of  the  things  which  they  have  been 
accustomed  to  purchase.  Similarly  we  can  conceive  of  a  merchant 
(if  we  are  not  too  hopelessly  infected  with  the  profiteering  idea) 
whose  buying  prices  have  advanced  so  rapidly  that  although 
selling  goods  at  a  nominal  advance  he  finds  it  impossible  from  all 
the  funds  thereby  made  available  to  replace  his  normal  stock 
and  is  obliged,  if  he  maintains  the  scope  of  his  business,  to  bring 
in  new  capital.  This,  of  course,  would  be  an  extreme  case.  But 
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the  apparent  improvement  in  the  financial  position  of  the  typical 
enterprise  in  recent  years  is  in  no  small  degree  a  matter  of  the 
change  in  the  value  of  money. 

Accounts  do  not  directly  show  true  changes  in  economic  well- 
being.  If  the  value  of  the  dollar  never  varied  or  if  price  changes 
were  uniform  and  proportionate  in  all  the  ramifications  of  the 
economic  structure,  comparative  economic  condition  would  be 
registered  in  the  accounts.  But  this  is  emphatically  not  the  case. 
And  only  by  taking  account  of  the  change  in  the  purchasing  power 
of  the  money  unit  can  conclusions  on  this  matter  be  drawn  from 
comparative  financial  statements. 

Now,  while  it  is  perhaps  not  unreasonable  to  argue  that  the 
accountant  should  prepare  supplementary  statements  at  the  end 
of  each  period  designed  to  show — by  making  proper  allowances 
for  the  change  in  the  value  of  money — the  true  comparative 
economic  status  of  the  enterprise,*  it  should  be  emphasized  that  it 
is  above  all  important  that  the  financial  statements  present  as 
accurately  as  possible  a  picture  of  current  status  and  current 
results  in  terms  of  the  actual  dollar  of  the  date  of  the  statements. 
And  this  is  a  matter  not  of  general  price  movements — which  may 
be  said  to  express  the  fluctuations  in  the  significance  of  money— 
but  of  specific  price  changes.  The  particular  business  enterprise 
does  not  deal  with  goods  in  general  but  with  special  classes  of 
commodities,  rights  and  services.  Accordingly  it  is  the  function 
of  accounting  to  follow  the  investment  of  the  specific  business, 
as  it  takes  shape  in  various  concrete  economic  goods,  and  to 
register  the  effect  upon  the  assets  and  equities  of  the  business 
brought  about  by  the  changing  status  of  assets  remaining  in  the 
business  for  considerable  periods  as  well  as  of  those  goods  and 
services  which  are  highly  transitory  in  character. 

But  this  is  not  purely  a  matter  of  physical  extent  of  plant, 
equipment  and  stocks  or  of  productive  capacity.  Mr.  Bauer  says, 
"If  prices  were  constant,  both  the  investment  in  dollars  and 
cents,  as  well  as  the  physical  plant,  would  be  maintained  out  of 
earnings  by  including  in  operating  account  only  the  original  cost 
of  the  property  retired.  But  if  prices  have  risen,  then,  while 
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this  practice  will  maintain  the  so-called  investment  in  terms  of 
dollars,  it  will  not  keep  up  the  physical  condition  and  production 
of  the  plant.  It  will  result  in  additions  to  capital  account  without 
enlarging  the  plant  or  increasing  its  productive  capacity."  And 
the  evident  implication  of  this  statement  is  that  true  capital  condi- 
tion over  a  period  of  changing  prices  is  properly  measured  only 
in  terms  of  plant  extent  and  capacity.  Such  a  proposition  could 
not  be  maintained.  It  would  only  be  true  if,  as  stated  above, 
price  movements  were  everywhere  uniform.  But  this  is  not  at  all 
the  case,  as  can  perhaps  be  shown  emphatically  by  an  illustration. 

Suppose  the  A  Co.  installs  in  1910  an  equipment  of  fifty  units, 
each  of  which  costs  $500.  In  1920  the  company  finds  it  necessary 
to  replace  this  property;  and  the  current  cost,  we  will  suppose, 
is  $2,000  per  unit.  This  sharp  advance  in  price,  it  may  be  as- 
sumed, is  not  due  primarily  to  the  change  in  the  value  of  money 
but  to  the  peculiar  conditions  affecting  the  cost  of  production  of 
these  machines  and  to  the  demand  for  the  products  thereof,  such  as, 
for  example,  an  unusual  scarcity  of  the  special  manganese  steel 
which  we  may  assume  is  required  in  the  construction  of  such 
equipment.  For  the  same  period  the  general  price  advance  has 
been,  say,  150  per  cent.  This  may  be  said  to  measure  roughly 
the  change  in  the  value  of  money.  But  the  advance  in  the  case 
of  the  A  Co.'s  equipment  is  300  per  cent ;  and  the  company  now 
has  a  greater  true  capital  invested  whether  gauged  in  terms  of 
1920  or  of  1910  dollars.  It  takes  two  and  one  half  1920  dollars 
to  equal  one  1910  dollar,  but  even  so  the  A  Co.'s  present  capital 
is  $40,000,  measured  in  terms  of  1910  dollars,  as  compared  with 
an  original  investment  of  $25,000.  It  now  takes  more  real  capital 
(using  capital,  of  course,  in  the  sense  of  private  capital)  to  carry 
on  the  company's  operations;  and  if  sufficient  net  earnings  have 
not  been  retained  in  the  business  to  take  care  of  this  genuine 
increase  in  capital  costs  it  will  be  necessary  and  entirely  reason- 
able for  the  management  to  raise  additional  funds  by  issuing 
new  securities. 

If  the  foregoing  is  sound  and  if  it  is  a  reasonable  assumption 
that  the  accounts  should  show  the  true  capital  condition  of  the 
enterprise,  we  can  conclude  that  depreciation  charges  should  not 
be  gauged  by  the  amounts  necessary  to  maintain  the  physical 
extent  and  productive  capacity  of  the  plant,  unless  this  can  be 
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done  in  such  a  way  as  to  show  at  the  same  time  the  correct  condi- 
tion of  proprietorship.  To  charge  costs  of  replacement  to  reve- 
nues instead  of  original  costs,  without  further  adjustments,  would 
build  up  depreciation  reserves  in  excess  of  the  book  values  of 
property  retired.  We  would  then  be  confronted  with  the  un- 
reasonable situation  of  having  an  offset  or  valuation  credit  balance 
on  the  books,  although  the  property  to  which  this  credit  was  sup- 
posed to  apply  would  have  been  replaced  with  new  equipment 
which  had  suffered  no  depreciation.  This  balance  in  the  reserve 
account  would  evidently  constitute  surplus ;  and  a  belated  recogni- 
tion of  proprietary  or  capital  increase  would  be  forced. 

In  other  words,  an  increase  in  capital  account  is  inevitable 
when  assets  are  replaced  by  more  costly  units.  The  balance-sheet 
consists  of  at  least  two  fundamental  classes  of  data,  and  a  value 
change  in  one  class  must  sooner  or  later  be  reflected  in  the  other. 
The  accountant  can  not  well  apply  a  larger  or  smaller  yardstick 
to  one  element  in  the  accounting  structure  than  is  applied  to  all 
other  elements.  Thus  capital  costs  which  have  never  appeared 
on  the  books  as  asset  charges  can  scarcely  be  written  off  into 
depreciation  expense.  And  the  application  of  a  new  index  to 
all  elements  should  be  concurrent. 

In  discussing  this  situation  Mr.  Rastall  in  his  paper  states 
that  the  new  unit  purchased  at  a  cost  of  $10,000  to  replace  the 
old  asset  which  cost  $5,000  (and  against  which  a  reserve  of  $10,- 
ooo  has  been  built  up  by  charging  replacement  cost  to  revenues) 
would  be  charged  to  the  reserve.  This,  he  says  would  cancel  the 
reserve;  and  the  result  would  be  the  showing  of  an  asset  on  the 
books  unchanged  at  $5,000,  although  it  had  cost  $10,000.  Such 
procedure  would  not  be  good  accounting,  however.  At  the  time  the 
asset  was  abandoned  the  property  account  should  be  credited  and 
the  reserve  charged  for  $5,000;  and  when  the  new  equipment 
was  purchased  property  should  be  debited  and  cash  (or  liabilities 
incurred)  credited,  $10,000.  The  abandonment  is  a  distinct 
transaction ;  the  replacement,  another.  This  would  leave  a  credit 
balance  of  $5,000  in  the  reserve  account,  which  would  now  rate 
as  surplus. 

The  solution  of  the  matter  lies  in  the  revision  of  orthodox 
accounting  policies  with  regard  not  to  depreciation  methods  but 
to  closing  valuations.  The  values  which  the  accountant  uses  in 
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closing  the  books  and  preparing  statements  ideally  should  be 
based  upon  economic  conditions  at  the  moment  of  closing.  If 
plant  and  equipment  assets  were  valued  at  the  close  of  each 
period  on  the  basis  of  costs  of  replacement — effective  current 
costs — depreciation  charges  would  be  increased  in  a  period  of  ris- 
ing prices  and  the  other  concomitant  effects  would  be  registered 
in  the  accounts  in  a  rational  manner.  The  effect  of  this  pro- 
cedure can  best  be  shown  by  an  illustration. 

Suppose  the  B.  Co.  buys  a  machine  Jan.  i,  1915,  for  $5,000.  The 
machine  has  a  life  of  five  years.  From  1915  to  1920  the  replacement 
cost  of  this  property  advances  twenty  per  cent  each  year.  At  the 
end  of  the  first  year  the  cost  of  replacement  would  be  $6,000; 
and  to  recognize  this  situation  in  the  books  it  would  be  necessary 
to  charge  machine  account  $1,000  and  credit  appreciation.  De- 
preciation on  the  straight  line  plan  (and  ignoring  salvage)  would 
be  $1,200  for  the  year;  and  this  amount  would  be  charged  to 
revenue  and  credited  to  reserve  for  accrued  depreciation.  At  the 
end  of  1916,  there  would  again  be  a  charge  to  property  and  a 
credit  to  appreciation  of  $1,000.  Depreciation  for  the  year  would 
be  $1,200  plus  twenty-five  per  cent  (in  view  of  the  four-year  life 
remaining)  of  the  new  cost  increment  of  $1,000,  or  a  total  of 
$1,450.  At  the  close  of  each  of  the  remaining  years  appreciation 
would  be  similarly  recognized  and  depreciation  charged. 

It  is  assumed  in  this  illustration  that  the  advance  in  replace- 
ment cost  has  had  no  effect  upon  service  life.  If  the  price  advance 
induced  the  management  to  make  further  repairs  and  use  the 
property  for  a  longer  period  than  was  originally  intended  the  total 
depreciation  would,  of  course,  be  apportioned  over  this  longer 
life. 

The  depreciation  charges  on  this  plan  for  the  years  1917-1919 
would  be  $1,783.33,  $2,283.33  and  $3,283.34,  respectively,  the 
$1,000  cost  increment  for  the  last  year  being  charged  to  deprecia- 
tion expense  for  the  same  year  in  total.  At  the  time  of  replace- 
ment the  property  account  and  reserve  account  as  well  would 
stand  at  $10,000.  Assuming  the  appreciation  to  have  been  segre- 
gated (as  it  should  be),  the  capital  appreciation  account  would 
stand  at  $5,000.  Somewhere  among  the  assets,  then,  there  would 
be  $10,000  (in  cash,  merchandise,  accounts  receivable,  etc.),  re- 
tained by  the  depreciation  charges.  When  the  old  property  was 


discarded  there  would  be  a  charge  to  the  reserve  and  a  credit  to 
property  of  $10,000.  The  purchase  of  a  new  unit  would  be  recog- 
nized by  a  charge  to  property  and  a  credit  to  liquid  assets  (if  the 
assets  were  available  in  liquid  form)  of  $10,000. 

This  procedure  would  result  in  the  maintenance  of  the  physical 
property  through  the  recognition  each  year  in  the  accounts  of 
the  effective  cost  of  replacement,  both  in  terms  of  assets  and 
capital,  and  the  consequent  increased  expense  charges.  The  net 
effect  is  the  retention  of  new  assets  to  the  property  amount  of 
$10,000  to  replace  the  depreciated  property  and  the  gradual 
restatement  of  capital  account  to  correspond. 

To  make  this  matter  entirely  clear  it  may  be  worth  while  to 
compare  concretely,  in  terms  of  hypothetical  balance-sheets,  the 
results  attained  by  the  conventional  method  of  valuation  and 
depreciation  with  those  of  the  heterodox  plan  just  stated.  Ignor- 
ing all  other  possible  transactions  and  facts  the  balance-sheet  of 
the  B.  Co.,  in  above  illustration  would  appear  as  follows  Jan.  I, 


Assets  ....................      $5,ooo     Capital  ...................       $5,ooo 

Assuming  that  the  conventional  valuation  plan  were  followed, 
that  all  net  earnings  were  withdrawn,  and  again  ignoring  all  other 
possible  transactions,  the  condition  of  the  B.  Co.  on  December  31, 
1919,  just  prior  to  the  moment  of  replacement,  could  be  repre- 

sented as  follows  : 

Assets  (old)  ...............      $S,ooo     Capital  ...................      $5,ooo 

Assets  (new)  .............        5,000     Reserve  for  depreciation  ____        5,000 


$10,000  $10,000 

After  the  abandonment  of  the  old  equipment  is  recognized, 
we  would  have 

Assets   (new) $5,000     Capital $5,000 

To  make  the  replacement  at  the  new  cost  of  $10,000  would  re- 
quire a  new  investment  of  capital  of  $5,000;  and,  assuming  that 
the  additional  funds  were  secured,  that  the  present  assets  were 
of  such  a  character  that  they  could  be  used  in  the  purchase  of  new 
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equipment  and  that  the  new  property  was  acquired  and  installed, 
the  balance-sheet  would  stand  as  follows: 

Assets $10,000     Capital  (old) $5,ooo 

Capital  (new) 5,ooo 


$10,000  $10,000 

If  the  cost-of -replacement  plan  of  valuation  were  carried  out 
the  first  balance-sheet  would  be  as  above,  but  the  second  would 
show : 

Assets  (old) $10,000     Capital  (original) $5,000 

Assets   (new) 10,000     Capital  (appreciation) 5,000 

Reserve  for  depreciation. . . .       10,000 


$20,000  $20,000 

After  abandonment  the  balance-sheet  would  appear  as  follows : 

Assets   (new) $10,000     Capital   (original) $5,ooo 

Capital  (appreciation) 5,ooo 


$10,000  $10,000 

The  company  now  has  assets  adequate  to  purchase  the  re- 
quired equipment  (assuming  that  they  are  in  liquid  form)  without 
raising  new  funds ;  and  after  the  replacement  is  made  the  balance- 
sheet  will  be  unchanged  except  in  regard  to  the  identity  of  the 
assets. 

Revised  as  has  been  outlined,  so  as  to  provide  for  concurrent 
adjustments  of  assets,  expense  and  proprietorship,  the  writer 
believes  that  there  is  considerable  merit  in  Mr.  Bauer's  contention. 
There  is  still  room  for  argument,  however,  that  this  whole  matter 
is  one  of  no  real  consequence.  The  two  alternatives  discussed 
above,  it  may  be  urged,  lead  to  the  same  results  for  the  entire 
period  involved ;  for,  if  proprietary  income  be  conceived  broadly 
as  the  net  credits  to  proprietorship  outside  of  investments  and 
withdrawals,  then  the  $5,000  credit  to  capital  as  appreciation  ex- 
actly offsets  the  additional  $5,000  charge  to  expense;  and  the 
effect  upon  the  statement  of  net  earnings  throughout  the  five 
years  is  consequently  nil.  In  other  words,  is  it  not  folly  to  write 
assets  up,  crediting  proprietorship  for  the  amount  of  appreciation, 
since  this  will  mean  merely  that  a  like  increase  must  be  charged 
to  depreciation  expense  during  the  life  of  the  property?  If 
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the  entire  net  income  in  this  broad  sense  of  increased  proprietor- 
ship were  withdrawn  from  the  business  the  final  status  of 
and  capital  would  be  the  same  if  cost  of  replacement  were 
to  expense  as  if  only  original  cost  were  so  charged. 

This  matter  hinges  upon  the  definition  of  income.  Is  the  pro- 
prietary credit,  which  should  be  made  when  a  fixed  ass 
charged  with  the  increment  necessary  to  bring  the  book  value  up 
to  the  effective  current  cost,  in  any  sense  an  index  of  income? 
So  far  as  its  expressing  improved  economic  condition  i 
cerned  this  depends,  as  pointed  out  above,  upon  whether  the 
price  change  in  any  particular  instance  involved  is  more  or  Ies5 
acute  than  the  general  movement.  In  the  average  case  it  would  no 
doubt  be  true  that  such  appreciation  would  represent  pretty  largely 
not  income  but  the  application  of  the  new  measuring  unit  to  the 
proprietary  accounts.  In  some  instances  there  would  be  an  item 
of  true  economic  enhancement  involved;  in  others,  a  deficiency. 
Admitting  the  thesis  that  it  is  not  feasible  to  adjust  accounting 
figures  in  terms  of  an  absolute  standard  of  value  it  seems  reason- 
able to  adopt  the  position  that  the  appreciation  credit  shown  in  the 
above  case  is  not  an  item  of  income. 

At  any  rate  such  a  credit  in  a  practical  case  would  not  measure 
an  amount  which  could  conveniently  or  safely  be  turned  over  to 
the  stockholders.  As  Mr.  Bauer  points  out,  it  is  important  from 
the  standpoint  of  the  management  that  the  property  be  physically 
maintained.  The  increased  charge  to  expense  does  retain  an  added 
amount  of  liquid  assets  provided  the  credit  to  appreciation  is 
not  included  in  available  income.  The  property  is  maintained 
and  capital  is  correctly  stated — results  which  surely  are  to  be 
desired. 

It  is  not  intended  here  to  argue  that  appreciation  of  fixed  assets 
should  be  recognized  in  the  accounts.  From  the  standpoint  of 
management  (which  is  interested  in  effective  current  costs  and  not 
in  costs  five  years  ago)  and  from  the  standpoint  of  the  various 
interests  which  would  like  to  see  the  balance-sheet  really  exhibit 
what  it  purports  to  show,  viz.,  a  correct  statement  of  the  assets, 
liabilities  and  proprietorship  of  a  business  on  a  given  date,  there 
is  much  to  be  said  in  favor  of  such  recognition.  In  view,  on  the 
other  hand,  of  the  conjectural  character  of  asset  values  at  best 
and  the  consequent  importance  of  conservatism,  the  difficulties  in 
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the  way  of  determining  effective  replacement  costs  in  the  case 
of  complex  assets,  the  constant  fluctuation  of  such  costs  and  the 
fact  that  having  once  made  an  investment  the  management  is 
often  thereby  committed  to  a  policy  for  a  considerable  period 
regardless  of  the  movement  of  prices,  probably  most  account- 
ants would  feel  that  original  cost  is  the  best  basis  upon  which 
to  value  fixed  assets.  A  management,  for  example,  cannot  scrap 
a  $3,000,000  plant  in  order  to  take  advantage  of  the  appreciation 
of  a  $100,000  site.  The  site  in  such  circumstances  is  virtually 
removed  from  the  market  for  a  period  of  several  years  at  least. 

Certainly  the  treasury  department  would  not  permit  costs  of 
replacement  to  be  charged  against  revenues  for  tax  purposes 
unless  the  appreciation  involved  were  concurrently  credited  to 
revenues.  An  elaborate  argument  can  be  made  on  either  side 
of  this  proposition.  It  has  been  the  purpose  of  this  paper  merely 
to  point  out  the  limitations  inherent  in  accounting  as  a  means 
of  showing  comparative  economic  well-being ;  to  show  that  cost  of 
replacement  can  not  be  charged  to  expense  except  as  the  conven- 
tional method  of  valuation  is  abandoned  and  antecedent  charges 
and  credits  are  made  to  assets  and  proprietorship,  respectively,  so 
that  all  elements  of  the  balance-sheet  are  made  to  reflect  concur- 
rently the  changes  in  pric  -s  in  so  far  as  they  affect  the  specific  situ- 
ation ;  and,  finally,  to  indicate  th  it  such  a  revision  of  valuation  poli- 
cies could  be  adopted  without  the  distortion  of  any  accounting  fact 
and,  in  that  it  would  tend  to  maintain  the  physical  extent  of  the 
plant  in  any  case,  would  have  much  to  a  mmend  it  from  the  stand- 
point of  management. 
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Accounting  for  a  Magazine  Publishing  Business 

BY  L.  A.  BUETTNER 

The  method  of  recording  the  facts  of  a  magazine  publishing 
business  is  somewhat  different  from  the  accounting  of  an  ordinary 
manufacturing  or  trading  concern.  Although  conducted  on  an 
instalment  basis,  it  is  nevertheless  quite  different  from  the  ordinary 
instalment  business,  in  that  the  income  is  not  credited  until  each 
copy  of  the  magazine  is  delivered,  and,  besides,  in  cancellations 
account  must  be  taken  of  the  undelivered  copies  as  well  as  the 
cash  balance  on  the  account  itself.  In  the  explanation  to  follow, 
an  effort  will  be  made  to  present  the  required  entries,  in  journal 
form,  together  with  an  elucidation  of  the  more  complicated  records. 

In  beginning  this  discussion,  let  us  assume  that  company  X, 
a  publishing  house,  publishes  a  magazine  weekly  and,  besides, 
manufactures  books  that  are  sold  with  the  magazine. 
Subscriptions  are  taken  at  a  flat  rate  and  a  book  is  sold 
with  the  magazine  at  a  rate  slightly  in  excess  of  cost.  Both  are  sold 
at  one  price  to  the  subscriber.  Sales  are  made  on  a  commission 
basis  only,  and  the  first  payment  is  collected  when  the 
books  are  delivered.  Subsequent  collections  are  made  by  collectors 
who  are  on  a  salary  and  commission  basis.  In  addition  to  the 
subscription  income,  income  is  derived  from  news-stand  sales,  and 
the  main  source  of  income  is  advertising.  The  expenses  usually 
associated  with  the  above  are  subscription  expenses,  advertising, 
news-stand,  manufacturing  and  mailing  of  the  magazine,  editorial 
and  art  costs  and  general  expenses,  comprising  managerial,  rent, 
etc.,  of  the  office.  The  manufacturing  cost  of  the  books 
is  charged  to  finished  stock,  and  that  account  is  credited  at  cost 
when  the  books  are  delivered  to  the  subscriber.  The  period 
may  comprise  28  days,  thus  allowing  four  issues  per  period,  or 
it  can  be  conducted  on  a  monthly  basis.  The  advantages  of  the 
former  method  consist  of  (i)  the  fact  that  there  are  exactly 
four  issues  per  period  and  comparisons  can  be  made  more  effect- 
ively and  (2)  it  eliminates  the  necessity  of  many  accruals  and  ad- 
justment entries.  The  28-day  period  has  been  found  easy  to 
operate  and  seems  preferable  to  the  other  method  if  the  magazine 
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is  published  weekly.    For  a  monthly  magazine,  the  monthly  period 
might  prove  more  advantageous. 

ADVERTISING  - 

The  advertising  income  for  the  issues  printed  within  the  period 
is  recorded  by  a  charge  to  advertising  accounts  receivable  for  the 
amount  billed — the  full  advertising  rate  less  the  agency  commis- 
sion— and  a  credit  to  advertising  income.  It  then  becomes  advis- 
able to  set  up  a  reserve  for  cash  discount — allowed  on  payments 
within  a  given  time — and  a  reserve  for  bad  debts.  Both  these 
items  are  chargeable  to  advertising  expenses.  Beside  the  solicitors' 
salaries  and  expenses,  rent,  supplies  and  other  advertising  ex- 
penses are  chargeable  to  advertising  department  expenses.  At 
the  end  of  each  period  an  advertising  department  statement  should 
be  prepared,  supporting  the  magazine  profit  and  loss  statement. 

NEWS-STAND 

The  news-stand  department  is  responsible  for  the  shipments 
of  copies  to  the  news-stands  and  receives  credit  for  the  news-stand 
income.  When  the  credit  is  entered  for  the  income  based  upon 
the  number  of  copies  at  the  agreed  rate,  care  must  be  exercised  in 
charging  to  the  income  reserves  for  returns  and  bad  debts.  The 
reserve  for  returns  can  be  well  calculated  upon  previous  experi- 
ence, although  it  must  be  carefully  checked  against  the  actual  re- 
turns, and  the  rate  must  be  changed  when  necessary.  It  has  been 
suggested  that  instead  of  setting  up  a  definite  percentage  of  de- 
liveries as  a  reserve  for  returns,  and  allowing  it  to  remain,  an  ad- 
justment be  made  on  the  current  reserve  due  to  differences  be- 
tween a  previous  reserve  and  the  actual.  In  other  words,  if  a  re- 
serve was  set  up  for  20  per  cent  returns  on  an  issue  and  if  four 
months  later,  when  the  issue  is  closed,  the  actual  proves  to  be, 
say,  1 8  per  cent,  the  current  reserve  should  be  reduced  by  two 
per  cent,  thus  giving  more  income  to  the  news-stand  department 
for  its  good  results.  In  this  way,  the  reserve  will  always  cover 
20  per  cent  of  the  sales  of  the  last  four  months.  Much  may  be 
said  on  both  sides  of  this  question — on  the  one  side,  that  the 
records  will  be  more  accurate,  and,  on  the  other,  that  the  cur- 
rent issue  receives  credit  for  a  saving  that  should  have  gone  to  the 
issue  affected.  It  must  be  borne  in  mind  that,  beside  past  ex- 
perience, another  factor  that  will  seriously  affect  this  reserve  is 
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the  date  when  the  issue  is  sent  out.  Late  issues  always  bring  a 
far  larger  percentage  of  returns  than  those  that  are  sent  out  on 
time. 

MANUFACTURING  AND  MAILING 

The  actual  cost  of  manufacturing  and  mailing  the  magazine 
is  properly  charged  against  each  issue  by  the  cost  accounting  de- 
partment and  the  total  cost  per  issue  is  charged  against  the  maga- 
zine profit  and  loss  each  period. 

EDITORIAL  AND  ART  COSTS 

The  editorial  and  art  costs,  comprising  manuscripts,  drawings 
and  departmental  salaries  and  expenses,  are  likewise  charged  to 
each  issue.  The  actual  cost  of  manuscripts  and  drawings  for  the 
issue  can  be  easily  determined  by  pricing  each  manuscript  and 
drawing  used  at  cost  price.  The  articles  and  illustrations  can  be 
taken  from  a  copy  marked  by  the  editorial  and  art  department. 

ADMINISTRATION 

The  administration  expenses  comprise,  mainly,  officers'  sal- 
aries, rent  of  subscription  offices,  prospectuses  and  stretchers,  re- 
pairs on  damaged  books  and  other  incidental  expenses  connected 
with  the  securing  of  subscriptions  and  maintaining  the  department. 

SUBSCRIPTION  INCOME  AND  EXPENSES 

The  accounting  for  subscription  income  and  expenses  is  the 
most  troublesome  and  requires  careful  handling  and  attention. 
The  subscription  is  taken,  the  book  is  delivered  and  the  first 
payment  is  collected.  At  the  same  time,  the  salesman  is  paid  his 
commission.  To  record  the  subscription,  charge  magazine  ac- 
counts receivable  and  credit  a  reserve — reserve  for  outstanding 
copies.  For  the  expenses  incurred,  this  entry  is  necessary: 
Deferred  book  expense 

delivery  expense 
commissions 
To  stock  delivered 
"    cash 

The  book  expense  covers  the  actual  cost  of  the  books  de- 
livered and  the  other  charges  cover  the  actual  cash  outlay  in  secur- 
ing the  subscription.  The  charges  are  made  to  deferred  expense 
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accounts,  as  explained  later.    It  then  becomes  advisable  to  set  up 
necessary  reserves,  charging  them  to  deferred  expenses  as : 

Deferred  bad  debts 

anticipated  cancellations 

Collection  expenses 

To  reserve  for  bad  debts 

cancellations 
"     collection  expenses 

The  first  two  reserves  are  set  up  on  a  percentage  basis,  based 
upon  past  experience.  The  collection  expense  reserve  is  cal- 
culated as  follows : 

From  the  total  subscription  deduct  the  amount  of  the  first 
payment  collected.  Divide  the  remainder  by  the  average  amount 
collected  per  collection  obtained  from  past  experience  records. 
The  result  is  the  estimated  number  of  collections  to  be  made. 
Multiplied  by  the  average  cost  per  collection,  also  available,  this 
gives  us  the  amount  of  the  collection  reserve.  The  charge  to 
deferred  collection  expenses  is  written  off  as  the  copies  are  de- 
livered. The  actual  future  collection  expenses  incurred  are 
charged  to  the  reserve  for  collection  expenses. 

We  have  on  the  books  at  this  time  a  deferred  income  in  the 
account  reserve  for  outstanding  copies  and  deferred  expenses,  i.  e. 
cost  of  books,  delivery,  commission,  collection  and  bad  debts. 
I  have  omitted  the  cancellation  charge  for  special  future  discus- 
sion. We  also  know  the  number  of  copies  to  be  delivered  on  the 
unexpired  subscriptions.  When  the  subscribers'  copies  are  deliv- 
ered, the  income  should  be  credited  and  the  expenses  applicable 
to  these  copies  should  be  charged.  It  is  readily  conceivable  that 
the  total  reserve  for  outstanding  copies  will  be  credited  to  income 
when  the  last  copies  are  delivered.  In  the  meantime,  the  income 
to  be  credited  per  copy  is  calculated  by  dividing  the  total  deferred 
income — reserve  for  outstanding  copies — by  the  number  of  copies 
to  be  delivered.  This  income,  per  copy,  multiplied  by  the  number 
of  subscription  copies  delivered  per  issue,  will  represent  the  sub- 
scription income  per  issue.  In  like  manner,  the  deferred  expenses 
carried  are  applicable  to  the  undelivered  copies.  The  unit  charge 
per  copy  for  the  definite  deferred  expenses  can  be  ascertained  and 
charged  to  the  income  credited.  This  method  of  deferring  income 
and  expenses  on  subscriptions  and  writing  them  off  against  the 
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copies  delivered  is  sound  in  theory  and  is  easy  to  apply.  The  entries 
necessary  to  record  income  and  expenses  on  subscription  copies 
follow : 

Reserve  for  outstanding  copies 

To  subscription  income 

To  record  the  income  on  -  -  subscription  copies  at 

the  rate  of  -  -  per  copy. 

Cost  of  books 

"     "       "       delivery 
Loss  on  bad  debts 
Commissions 
Collection  expenses 

To  deferred  book  expenses 

"  "      delivery  expense 

bad  debts 
"         commissions 
"        collection  expenses 

To  charge  to  expenses   the  proportionate  part  of  the  de- 
ferred expenses,  based  upon  -  -  subscription  copies. 

CANCELLATIONS 

The  manner  of  recording  cancellations  is  more  difficult.  It  is 
necessary  to  consider  not  only  the  balance  on  the  accounts  re- 
receivable,  but  also  the  balance  in  the  reserve  for  outstanding  copies 
and  the  deferred  expenses  applicable  to  that  cancelled  account. 
When  the  subscription  is  taken,  an  entry  is  made  charging  de- 
ferred anticipated  cancellations  and  crediting  reserve  for  cancella- 
tions. When  the  account  is  cancelled  the  balance  of  the  account 
is  written  off  by  a  charge  to  reserve  for  cancellations  and  a  credit 
to  the  accounts  receivable.  Thus  far  the  recording  is  simple.  It 
then  becomes  necessary  to  charge  reserve  for  outstanding  copies — 
thus  reducing  the  reserve  by  the  deferred  income  on  the  cancelled 
copies — and  to  credit  deferred  anticipated  cancellations.  Then 
the  following  entry  becomes  necessary. 
Deferred  loss  on  cancellations 

To  deferred  book  cost 

"     delivery 
commissions 
To  charge  against  deferred  loss  on  cancellations  the  actual 
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expenses  on  the  above  cancellations  which  are  not  recov- 
erable. 

This  loss  is  calculated  on  the  same  basis  as  the  other  charges 
against  subscription  expense.  The  expense  on  these  cancelled  sub- 
scriptions was  originally  charged  to  deferred  expenses,  and  these 
accounts  were  credited  with  their  proper  amount  when  the  copies 
were  delivered.  Consequently  it  is  only  proper  to  take  from  the 
deferred  expenses  and  charge  as  an  actual  expense  the  unrecover- 
able portion  of  the  incurred  expenses  applicable  to  these  cancelled 
copies.  Of  course,  all  returned  books  are  credited  at  cost  to 
this  deferred  loss  on  cancelled  account.  This  net  loss  on  cancella- 
tions is  written  off  on  the  same  unit  rate  basis  as  the  other  ex- 
penses, as  it  is  an  actual  loss.  The  entry  necessary  is 

Loss  on  cancellations 

To  deferred  loss  on  cancellations 

To  write  off  the  proper  proportionate  part  of  the  deferred 

loss  on  cancellations  based  upon  subscription 

copies  at  -  -  per  copy. 

To  close  the  matter  of  cancellations,  another  entry  is  necessary 
to  record  the  value  of  the  copies  cancelled  in  excess  of  the  amount 
cancelled : 

Deferred  anticipated  cancellations 

To  deferred  loss  on  cancellations 

This  reduces  the  actual  loss  on  cancellations  which  must  eventually 
be  written  off. 

The  reserves  and  deferred  income  and  expenses  and  the  number 
of  copies  to  be  delivered  must  be  carefully  watched  and  constantly 
checked.  When  necessary,  rates  of  reserves  should  be  increased 
or  decreased,  and  the  total  number  of  copies  to  be  delivered  should 
be  checked  against  the  actual  subscription  list. 


Regulation  of  Bond  Discount 

BY  ROBERT  D.  ARMSTRONG 

The  proper  treatment  of  discount  suffered  in  the  sale  of  bonds 
is  one  of  the  most  controversial  questions  which  public  service 
commissions  have  had  to  face.  As  the  result  of  considerable  dis- 
cussion and  consideration,  however,  the  fundamental  principles 
seem  to  have  emerged  with  a  fair  degree  of  clearness  and,  in 
their  general  outlines,  are  fairly  well  defined. 

NATURE  OF  BOND  DISCOUNT 

In  order  to  have  a  concrete  example  to  which  we  can  refer 
in  this  discussion,  the  following  typical  case  will  be  found  useful. 

A  public  utility  has  made  extensions  and  betterments,  properly 
chargeable  to  capital  account,  of  $100,000.  Its  method  of  financing 
provides  for  the  issuance  of  twenty-year  five  per  cent  bonds 
under  its  mortgage  to  the  extent  of  85  per  cent  of  the  value  of 
such  extensions,  viz.,  $85,000.  It  finances  the  remaining  $15,000 
either  from  reinvested  earnings  or  from  the  sale  of  stock,  resort- 
ing to  the  latter  only  when  necessary.  This  is  a  fairly  conserva- 
tive plan  of  financing  extensions  and  betterments.  The  company 
is  able  to  sell  these  bonds  at  90  per  cent  of  par.  It,  therefore, 
realizes  $76,500  on  the  sale  of  $85,000  of  such  bonds.  This 
amount  will  be  referred  to  as  the  realization,  and  the  sum  of 
$8,500  will  be  referred  to  as  the  discount. 

The  utility  has  contracted  mortgage  obligations  to  the  face 
value  of  $85,000,  but  it  has  received  in  cash  in  consideration  of 
such  obligations  only  $76,500.  The  rate  of  interest  aside  from 
the  discount,  which  the  bondholder  receives  and  the  utility  pays, 
viz.,  its  annual  interest  charge  for  the  face  value  of  the  bonds 
divided  by  the  realization  therefrom,  is  5.88  per  cent. 

From  the  point  of  view  of  the  utility,  the  essential  features  of 
the  situation  are  that  it  must  provide  from  some  other  source 
$8,500,  to  reimburse  its  treasury  for  that  amount  of  the  extensions 
and  improvements,  and  also  that  at  the  end  of  twenty  years  it 
must  be  in  position  to  repay  or  refund  the  full  face  amount  of  the 
bonds,  viz.,  $85,000,  although  it  has  received  for  them  in  cash 
only  $76,500.  If  the  utility  makes  annual  payments  into  a  fund, 
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which,  with  compound  interest  at  the  rate  of  four  per  cent,  would 
equal  $8,500  at  maturity,  the  annual  payment  will  be  $285.44. 
The  annual  interest  charge  upon  the  $85,000  of  bonds  is  $4,250. 
The  annual  interest  paid  on  the  face  value  of  the  bonds,  plus  the 
annual  payment  into  the  sinking  fund  to  amortize  the  bond  dis- 
count, will  be  $4,535.44  or  5.93  per  cent  of  the  realization, 
$76,500. 

In  the  example  cited  above  the  discount  of  $8,500  is  a  part 
of  the  interest  which  must  be  paid  for  the  use  of  the  realization, 
$76,500.  It  will  be  paid,  not  annually,  but  in  one  sum  at  maturity 
when  the  bonds  are  redeemed  or  refunded.  This  is  the  only 
difference  between  this  form  of  interest  and  the  interest  which  is 
paid  to  the  bondholder  year  by  year.  The  real  rate  at  which 
the  utility  has  borrowed  its  $76,500  is  not  the  nominal  rate  of  5 
per  cent  nor  5.88  per  cent,  but  5.93  per  cent. 

In  the  last  analysis  bond  discount  is  simply  a  concession  to 
the  psychology  of  the  investment  market.  Essentially,  it  repre- 
sents a  form  of  interest :  the  investor  desires  a  certain  interest  rate 
on  his  investment  and  the  corporation  can  secure  money  at  a 
certain  borrowing  rate.  The  reason  why  bonds  are  sold  at  a 
discount  with  a  low  rate  of  interest,  rather  than  at  par  with  a 
rate  of  interest  representing  the  borrowing  rate,  is  that  bonds  are 
issued  at  various  times  under  mortgages  which  are  fixed  in  their 
terms,  while  the  conditions  of  the  investment  market  are  con- 
stantly changing. 

BOND  DISCOUNT  NOT  CAPITAL  CHARGE 

Practically  all  commissions  are  agreed  that  no  allowance  for 
bond  discount  should  be  made  in  fixing  the  value  of  a  utility  for 
rate-making  purposes. 

In  the  following  cases  it  was  held  that  no  allowance  should 
be  made  for  bond  discount  in  fixing  the  original  cost : 

Lincoln  v,  Lincoln  Water  and  Light  Company,  Illinois,  P.  U. 
R.  1917,  B. 

Thomas  v.  Jefferson  City  Light,  Heat  and  Power  Company, 
Missouri,  P.  U.  R.  1917,  B,  745. 

Pine  Lawn  v.  West  St.  Louis  Water  and  Light  Company, 
Missouri,  P.  U.  R.  1917,  B,  679. 

Greensburg  v.  Westmoreland,  Pennsylvania,  Pennsylvania,  P. 
U.  R.  1917,  D,  478. 
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In  the  following  cases  it  was  held  that  no  allowances  should 
be  made  for  bond  discount  in  estimating  the  cost  of  reproduction : 

Re  Colorado  Springs  Light,  Heat  and  Power  Company,  Col- 
orado, 4  Colo.  P.  U.  C.  199. 

Re  Western  Colorado  Power  Company,  Colorado,  5  Colo.  P. 
U.  C. 

Re  Denver  and  Inter-Mountain  Railroad  Company,  Colorado, 
P.  U.  R.  1918  E,  831. 

Re  Chicago  Railways  Company,  Illinois,  P.  U.  R.  1919  D, 
572,  596. 

Thomas  v.  Jefferson  City  Light,  Heat  and  Power  Company, 
Missouri,  P.  U.  R.  1917  B,  745. 

Re  Kansas  City  Electric  Light  Company,  Missouri,  P.  U.  R. 
1917  C,  728. 

Greensburg  v.  Westmoreland,  Pennsylvania,  P.  U.  R.  1917  D, 
478. 

The  interstate  commerce  commission  refuses  to  allow  dis- 
count on  bonds  as  a  part  of  the  construction  account. 

In  the  following  cases,  it  was  held  that  no  allowance  should 
be  made  for  bond  discount  in  fixing  the  fair  value  for  rate-making 
purposes : 

Lamar  v.  I.  R.  L.  and  P.  Company,  Colorado,  P.  U.  R.  1918 
B,  86. 

Re  Colorado  Springs  Light,  Heat  and  Power  Company,  Col- 
orado, P.  U.  R.  1917  F,  385. 

Re  Western  Colorado  Power  Company,  Colorado,  P.  U.  R. 
1918  E.  629. 

Re  Chicago  Railways  Company,  Illinois,  P.  U.  R.  1917  B, 
572,  596,  P.  U.  R.  1919  D,  575. 

Re  Atchison,  Topeka  and  Santa  Fe  Railroad  Company, 
Kansas,  P.  U.  R.  1917  F,  272. 

Re  Baltimore  County  Water  and  Electric  Company  Maryland 
P.  U.  R.  1918  F,  522. 

Joplin  v.  Home  Telephone  Company,  Missouri,  4  Mo  P  S  C 
R.  64,  72. 

Re  City  Water  Company,  Missouri,  P.  U.  R.  1917  B,  624. 
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Louisiana  v.  Louisiana  Water  Company,  Missouri,  P.  U.  R. 
1918  B,  774. 

Mississippi  R.  and  B.  T.  R.  Company,  Missouri,  P.  U.  R. 

1918  C,  221. 

-Borough  v.  Spring  Water  Company,  Pennsylvania,  P.  U.  R. 

1919  C,  404. 

The  only  case  that  I  have  been  able  to  find  in  which  the  courts 
have  ruled  upon  this  matter  is  a  Pennsylvania  case.  The  public 
service  commission  refused  to  make  any  allowance  for  bond  dis- 
count in  fixing  the  value  for  rate-making  purposes,  for  the  reason 
that  the  evidence  was  not  sufficient  that  such  discount  had  been 
suffered. 

Ben  Avon  v.  Ohio  Valley  Water  Co.,  Pennsylvania,  P.  U.  R. 
1917  Q  391. 

The  superior  court  overruled  the  commission  (P.  U.  R.  1918 
A,  161,  68  Pa.  Sup.  Ct.  561).  The  court  said: 

Discount  on  securities  should  be  regarded  as  a  part  of  the  capital  in- 
vestment which  is  to  be  taken  as  the  basis  for  fixing  rates. 

On  appeal,  however,  this  decision  was  reversed  by  the  supreme 
court  of  Pennsylvania  on  February  25,  1918  (103  Atlantic,  744). 
The  court  said : 

No  allowance  should  be  made  for  an  item  of  this  kind  in  the  fixed  capi- 
talization of  the  company  as  a  basis  for  a  permanent  charge  against  the 
public. 

However,  the  practice  of  three  commissions  is  otherwise.  In 
the  case  of  the  Potomac  Electric  Power  Company,  District  of 
Columbia,  P.  U.  R.  1917  D,  563,  bond  discount  was  allowed  as 
part  of  the  original  cost,  because  when  the  expense  was  incurred, 
it  was  so  classified  by  the  system  of  accounts  prescribed  by  the 
commission.  The  commission  said,  however,  that  bond  discount 
should  not  be  considered  as  a  part  of  the  cost  of  reproduction  or 
in  the  fair  value  to  be  taken  as  the  base  for  rates.  In  the  case 
of  Paulhamus  v.  Puget  Sound  Electric  Railway  Company,  Wash- 
ington (Railroad  Commission  Report  1910,  p.  17)  an  allowance 
was  made  for  bond  discount  of  five  per  cent  of  estimated  invest- 
ment which  had  been  funded  in  bonds.  In  his  Valuation  of  Public 
Service  Corporations  (p.  278)  Mr.  Whitten  says  that  this  rule  has 
been  adhered  to  by  the  Washington  commission  in  later  decisions. 
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In  a  number  of  decisions  the  Wisconsin  railroad  commission 
has  considered  this  question,  the  principal  ones  being  the  following : 

Hill  v.  Antigo  Water  Company,  1909,  3  W.  R.  C.  R.  623,  646. 

Janesville  v.  Janesville  Water  Company,  1911,  7  W.  R.  C.  R. 
628,  659. 

Marinette  v.  City  Water  Company,  1912,  8  W.  R.  C.  R.  334, 

342. 

Green  Bay  v.  Green  Bay  Water  Company,  1913,  9  W.  R.  C. 
R.  236,  253. 

In  summarizing  the  practice  of  the  Wisconsin  commission. 
Mr.  Whitten  says: 

The  rule  appears  to  be  that  bond  discount  actually  incurred  will  be  con- 
sidered in  determining  original  cost  and  actual  investment,  but  that  it  will  not 
be  considered  in  an  estimate  of  the  cost  of  reproduction. 

Whether  it  should  be  considered  in  estimating  original  cost 
depends  altogether  upon  whether  the  realization  or  the  total  face 
value  of  the  bonds  was  originally  charged  to  capital  account.  If 
the  former,  it  is  not  objectionable  to  charge  bond  discount  to  capi- 
tal account ;  if  the  latter,  the  item  is  charged  twice.  The  real 
criterion  is  the  actual  physical  value  of  the  property  purchased 
with  the  securities  or  the  proportion  of  such  value  that  is  funded 
in  bonds.  It  is  immaterial  whether  this  is  charged  in  two  entries 
— one  the  realization  and  the  other  the  discount — or  in  one  entry, 
viz.,  the  full  value.  But  in  no  case  should  both  face  value  and  dis- 
count be  charged. 

The  Indiana  commission  set  forth  its  views  at  some  length  in 
the  case  of  the  Citizens  Telephone  Company  of  Columbus,  No. 
4050,  November  22,  1918,  (P.  U.  R.  1919  B,  352).  In  this 
decision,  the  commission  ruled  that  bond  discount  is  essentially 
a  form  of  interest  which  if  capitalized  would  be  a  permanent 
charge,  even  though  in  the  meantime  the  original  bonds  had  been 
discharged  with  a  profit ;  that  patrons  should  not  be  obligated  to 
bear  the  lack  of  credit  of  the  utility;  and  that  there  should  be 
no  relation  between  a  utility's  means  of  securing  money  and  the 
valuation  on  which  consumers  should  be  called  to  pay  a  reason- 
able rate  of  return.  It  was  also  said  that  if  bond  discount  is  to  be 
capitalized,  the  public  is  entitled  to  demand  that  the  interest  rate 
alone  shall  be  the  rate  of  return  and  that  there  shall  be  no  differ- 
ential between  the  rate  of  return  allowed  and  the  interest  rate. 
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In  a  recent  letter  H.  C.  Spurr,  of  the  Lawyers'  Co-Operative 
Publishing  Company,  said : 

I  have  always  been  of  the  opinion  that  bond  discount  should  neither  be 
capitalized  nor  allowed  as  an  operating  expense;  that  when  rate-payers 
provide  for  adequate  return  for  the  full  amount  of  the  investment,  they 
have  done  all  they  ought  to  be  asked  to  do;  that  it  is  immaterial  to  them 
whether  the  owners  of  the  utility  put  up  their  own  money  or  borrow  some- 
body else's ;  that  bond  discount  is  part  of  the  interest  the  borrowers  have  to 
pay  on  borrowed  money;  that  if  the  consumer  is  to  pay  interest  on  the 
borrowed  money,  he  should,  in  addition  to  that,  be  required  to  pay  a  return 
merely  on  the  equity  of  the  owners  of  the  utility  in  the  property. 

The  best  thought  on  the  question  whether  or  not  bond  dis- 
count should  be  charged  to  capital  account  in  a  rate-making  valua- 
tion seems  to  be  summarized  in  the  statement  of  the  Indiana  com- 
mission in  the  case  of  the  Citizen's  Telephone  Company,  mentioned 
above : 

The  proposal  to  capitalize  discount  cannot  stand  in  the  light  of  analysis. 
Large  interests  have  abandoned  such  contentions.  It  is  the  policy  of  this 
commission  to  require  the  amortization  of  discount  on  securities.  The 
purpose  is  to  maintain  a  parity  between  the  par  value  of  the  bonds  sold  and 
the  value  of  the  property  added  from  the  proceeds  of  the  sale. 

AMORTIZATION  CHARGE  NOT  OPERATING  EXPENSE 
It  is  therefore  improper  to  charge  bond  discount  to  capital 
account,  for  the  very  purpose  of  the  amortization  requirement  is 
to  put  the  discount  on  an  annual  basis  and  to  pay  off  and  retire  it 
annually.  As  an  annual  charge  there  are  two  places  to  which 
it  might  conceivably  be  charged : 

1.  Operating  expense. 

2.  Net  income. 

While  in  some  cases  the  annual  amortization  charge  has  been 
allowed  as  an  operating  expense,  the  overwhelming  weight  of 
authority  is  to  the  contrary.  In  the  following  cases  the  charge 
was  not  allowed  as  an  operating  expense  but  required  to  be 
deducted  from  net  income : 

Re  Southern  Counties  Gas  Co.,  California,  P.  U.  R.  1915 
E.  197. 

Re  Chicago  G.  W.  R.  Illinois,  P.  U.  R.  1915  A.  800. 

Re  Peoria  Railroad  Co.,  Illinois,  P.  U.  R.  1915  A.  804. 

Re  Nat.  Tel.  and  Tel.  Co.,  Illinois,  P.  U.  R.  1915  A.  872. 

Re  Tyrone  Tel.  Co.,  Illinois,  P.  U.  R.  1916  E.  708. 

Re  City  Water  Co.,  Missouri,  P.  U.  R.  1917  B.  624. 
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In  the  case  of  the?  Hydro-Electric  Light  and  Power  Company 
No.  2895,  October  17,  1918  (P.  U.  R.  1918  A  325),  the  Indiana 
commission  allowed  the  amortization  payment  as  an  operating 
charge  in  a  rate  case  charge.  In  the  modified  order  of  June  3, 
1919,  this  ruling  was  reversed  and  no  allowance  made.  In  the 
case  of  the  Madison  Light  and  Fuel  Company,  No.  4580,  July  23, 
1919,  the  Indiana  commission  allowed  amortization  of  bond  dis- 
count as  an  operating  charge,  in  view  of  special  circumstances 
of  that  case. 

I  have  been  able  to  find  only  one  other  case  where  an  allow- 
ance was  made  for  bond  discount  in  operating  expenses,  and  even 
there  the  ruling  is  not  clear.  (Re  Blue  Hill  Street  Railroad  Co., 
Massachusetts,  P.  U.  R.  1915  E  370).  The  company  was  allowed 
to  amortize  the  item  "from  earnings,"  but  it  is  not  clear  from  the 
decision  whether  the  charge  is  to  an  operating  account  or  to  net 
income.  Apparently,  however,  the  company  was  allowed  as  an 
operating  expense  the  interest  on  the  floating  debt  incurred  to 
borrow  money  to  the  amount  of  the  discount. 

If  bond  discount  is  a  form  of  interest,  as  has  been  shown 
above,  the  charge  belongs  with  other  interest  charges,  viz.,  deduc- 
tions from  net  operating  revenue.  In  other  words,  out  of  the 
funds  available  for  return  on  investment  should  be  paid  the  in- 
terest for  the  use  of  money  borrowed  to  purchase  part  of  that 
investment. 

AMORTIZATION  CHARGE  AND  RATE  OF  RETURN 
Bond  discount,  therefore,  should  not  be  regarded  as  a  capital 
charge,  nor  should  an  annual  payment  to  amortize  it  be  regarded 
as  an  operating  charge.  As  a  form  of  interest,  it  is  part  of  the 
cost  of  obtaining  the  money,  and  as  such  is  an  important  element 
in  fixing  a  reasonable  rate  of  return.  Reverting  to  the  concrete 
case  cited  above,  the  rate  of  interest  that  should  be  considered  in 
fixing  the  rate  of  return  is  not  5  per  cent— the  nominal  rate— nor 
yet  5.88  per  cent— the  nominal  interest  payment  divided  by  the 
realization— but  5.93  per  cent— the  nominal  interest  payment  plus 
the  annual  payment  to  amortize  discount,  divided  by  the  realiza- 
tion. 

The  following  cases  hold  that  the  annual  amortization  pay- 
ment should  be  considered  in  fixing  the  rate  of  return : 

Re  Southern  Counties  Gas  Co.,  California,  P.  U.  R.  1915  E  197. 
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Lincoln  v,  Lincoln  Water  and  Light  Company,  Illinois,  P.  U. 
R.  1917  B  i. 

C.  N.  S.  and  M,  Railroad  Company,  Illinois,.  P.  U.  R.  1918 
A  338. 

In  a  brief  recently  filed  with  the  Indiana  commission  by  the 
Laporte  Gas  and  Electric  Company  in  a  rate  case,  the  following 
statement  was  made : 

Nothing  is  included  in  this  valuation  for  the  cost  of  financing,  such  as 
discount  on  sale  of  securities,  brokers'  commissions  and  similar  items,  a>  it 
is  thought  that  this  should  be  taken  care  of  in  the  rate  of  return  allowed 
on  the  value  of  the  property. 

In  its  brief  on  questions  connected  with  the  valuation  of  rail- 
roads, filed  with  the  interstate  commerce  commission,  the  presi- 
dents' conference  committee  said : 

The  rate  of  return  should,  of  course,  cover  the  element  of  discount,  for 
discount  is  simply  a  method  of  equalizing  interest. 

There  has  been  much  controversy  whether  bond  discount 
should  be  considered  in  connection  with  the  valuation  or  the  rate 
of  return  allowed  in  rate-making  cases.  In  a  sense,  this  is  purely 
a  matter  of  accounting;  if  the  practice  is  consistent,  estimated 
revenue  requirements  of  the  utility  will  probably  be  about  the 
same. 

The  first  objection  to  considering  it  as  a  part  of  the  rate  base 
is  that  a  temporary  disparity  is  produced  between  the  actual 
value  of  the  property  and  the  rate  base,  which,  if  not  properly 
regulated  by  a  continuing  policy,  will  become  permanent  and  will 
be  charged  against  the  public  indefinitely.  On  the  other  hand,  if 
it  is  not  considered  in  determining  the  valuation,  but  instead  the 
annual  charge  for  amortizing  it  is  considered  in  estimating  reason- 
able rate  of  return,  no  permanent  capital  charge  is  incurred  by 
what  is  essentially  a  result  of  temporary  circumstances.  If  bond 
discount  is  charged  to  capital  account,  the  rate  of  return  should 
be  correspondingly  lower,  so  that  the  desired  net  income  will  be 
the  same  as  if  it  were  not  so  charged  and  as  if  the  amortization 
requirement  were  considered  in  connection  with  the  rate  of  return. 

The  second  objection  is  that  there  is  a  real  distinction  between 
the  two  elements  which  must  be  considered  in  estimating  the 
revenue  to  which  a  utility  is  entitled  above  its  operating  expenses. 
The  valuation  should  be  determined  by  the  cost  of  the  property 
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used  and  useful  in  the  public  service.  The  main  consideration  in 
fixing  the  rate  of  return  is  the  annual  interest  charge  which  must 
be  incurred,  including  the  amortization  of  the  discount,  in  order 
to  secure  the  money  to  fund  that  cost.  After  rates  are  fixed  upon 
a  reasonable  value  and  a  reasonable  rate  of  return,  the  purpose 
of  the  amortization  requirement  is  to  see  that  the  revenue  derived 
from  such  rates  is  devoted  to  the  purposes  for  which  it  was  allowed, 
and  that  the  deferred  interest  is  paid  year  by  year. 

In  the  case  of  the  Southern  Illinois  Gas  Company,  Illinois,  P. 
U.  R.  1916  C,  704,  the  commission  said: 

Bond  discounts  are  but  another  way  of  expressing  rate  of  interest. 
Should  a  study  be  made  of  the  findings  of  the  various  state  commissions  in 
rate-making  proceedings,  it  will  be  discovered  that  the  commissions,  in  de- 
termining a  reasonable  rate  of  return,  have  taken  into  consideration  the 
interest  rate  which  should  be  allowed  in  order  that  bonds  may  be  sold  to 
net  par  to  the  company  and  have  considered  bond  discounts  as  an  interest 
rate  in  another  form. 

AMORTIZATION  OF  DISCOUNT 

Bond  discount  amortization  requirements  have  one  of  two  ends 
in  view  : 

(1)  The  paying  off  and  retirement  of  the  sum  of  the  dis- 
count, or 

(2)  The  annual  reinvestment  of  earnings  in  the  property  to 
the  total  amount  of  the  discount. 

The  first  is  based  on  the  theory  that  only  the  realiza- 
tion, viz.,  $76,500,  has  been  borrowed,  and  that  the  discount,  viz., 
$8,500,  is  interest,  to  be  paid  in  one  sum  at  maturity.  The  second 
is  based  on  the  theory  that  the  entire  sum,  viz.,  $85,000,  has  been 
borrowed,  but  property  only  to  the  amount  of  the  realization  has 
been  secured  therefor,  property  to  the  amount  of  the  discount  to  be 
added  year  by  year  by  the  amortization  payment.  In  the  former 
case,  the  proceeds  of  the  amortization  payments  are  held  in  cash 
against  the  maturity  of  the  bonds;  in  the  latter  case  they  are 
invested  in  property  which  is  not  charged  to  capital  account,  since 
it  was  capitalized  in  advance  when  the  bonds  were  issued  and  the 
money  borrowed.  The  Indiana  and  Illinois  commissions,  among 
others,  hold  to  the  former  theory,  and  the  New  Hampshire  com- 
mission holds  to  the  latter  theory.  (Re  Hampton  Water  Works 
Company,  New  Hampshire,  P.  U.  R.  1918  C  171.) 

A  variation  from  the  first  form  of  amortization  is  permitted 
by  the  Illinois  commission.  (Re  Tyrone  Electric  Company,  Illi- 
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nois,  P.  U.  R.  1916  E  708.)  Instead  of  making  equal  annual 
payments  into  the  bond  discount  amortization  fund,  the  utility  is 
permitted,  if  the  commission  finds  it  proper,  to  make  only  one  pay- 
ment, which  is  equal  to  the  total  discount.  This  is  done  by  charg- 
ing the  discount  to  profit  and  loss  when  the  bonds  are  issued,  and 
thus  withholding  it  from  net  income  applicable  to  dividends. 

This  is  not  objectionable,  for  it  secures  the  same  result. 
Either  method  forces  the  utility  to  pay  the  total  cost  of  the  money 
it  borrows  and  prevents  it  from  paying  out  in  the  form  of  divi- 
dends the  part  of  such  cost  that  is  deferred. 

BOND  DISCOUNT  AT  MATURITY 

In  the  case  cited  above  the  utility  realizes  from  the  sale  of 
bonds  $76,500  and  from  the  sale  of  stock  $15,000,  a  total  of 
$91,500,  as  compared  with  a  total  capital  liability  and  property 
added  to  its  plant  of  $100,000.  If  not  permitted  to  issue  further 
securities  to  the  amount  of  the  discount,  it  must  provide  $8,500 
from  reinvested  earnings  or  temporary  loans  to  pay  for  the  prop- 
erty it  has  purchased.  This  reinvestment  of  earnings  must  not 
be  confused  with  the  amortization  payments,  which  properly  are 
not  deductions  from  earnings  at  all,  but  merely  a  form  of  annual 
interest  payment  during  the  life  of  the  bonds.  Its  purpose  is  to 
solve  the  problem  created  by  the  difference  between  the  face  value 
of  the  bonds  assumed  and  the  money  that  was  received  from  their 
sale.  This  money  must  be  provided  in  some  way,  and  to  provide 
it  is  an  immediate  problem. 

Whether  by  reinvestment  of  earnings  or  by  temporary  loans, 
it  will  be  provided,  and  property  thereby  will  be  purchased  whose 
value  is  equal  to  the  stocks  and  bonds  issued  on  account  of  such 
purchase,  although  in  addition  there  will  be  a  temporary  debt  to 
the  amount  of  the  discount  or  a  deduction  from  earnings  that  other- 
wise would  be  applicable  to  dividends.  Since  the  capitalization  and 
property  value  will  be  equal,  it  will  be  entirely  proper  at  maturity  to 
refund  the  entire  bond  issue  on  which  the  discount  was  incurred,  if 
so  desired,  and  with  the  amortization  fund  pay  the  floating  debt 
assumed  on  account  of  the  discount.  If  such  floating  debt  has 
been  repaid  from  reinvested  earnings,  it  will  be  proper  to  transfer 
the  amortization  fund  to  surplus  or  distribute  it  in  the  form  of 
dividends.  The  alternative  would  be  to  use  the  amortization  fund 
to  retire  bonds  to  the  amount  of  the  discount,  leaving  outstanding 
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the  floating  debt  or  forcing  the  stockholders  to  leave  their  earnings 
permanently  in  the  property. 

In  other  words,  the  utility  has  paid  for  the  property,  including 
property  to  the  amount  of  the  discount,  and  has  also  accumulated 
an  amortization  fund  equal  to  the  discount.  To  pay  for  such  prop- 
erty it  has  incurred  floating  debt.  This  debt  either  is  still  outstand- 
ing or  has  been  retired  by  the  stockholders ;  foregoing  dividends 
which  they  have  earned  and  to  which  they  are  entitled. 

It  goes  without  saying  that  if  the  utility  retired  bonds  to  the 
amount  of  the  discount,  it  would  be  entitled  to  fund  in  bonds 
capital  expenditures  to  the  amount  of  the  discount,  which  on  ac- 
count of  the  discount  it  has  been  forced  to  carry  by  temporary 
loans  or  temporarily  reinvested  earnings.  It  was  not  entitled  to 
do  so  while  the  other  bonds  were  outstanding,  but  the  moment 
they  are  retired  no  reason  longer  exists  for  refusal  to  grant  such 
authority. 

From  the  point  of  view  of  the  public  interest,  it  is  immaterial 
whether 

(1)  Bonds  to  the  amount  of  the  discount  are  retired,  and 

(2)  New  bonds  are  issued  to  the  same  amount  to  reimburse 
the  treasury  for  property  paid  for  by  floating  debt  or 
foregone  dividends,  or 

(1)  The  par  value  of  the  old  issue  is  refunded,  the  value  of 
the  property  purchased  therewith  originally  being  equal 
thereto,  and 

(2)  The  amortization  fund  is  used  to  reimburse  the  treasury 
for  the  property  paid  for  by  floating  debt  or  foregone 
dividends. 

Either  course  would  produce  exactly  the  same  result,  the  same 
amount  of  outstanding  securities,  the  same  value  of  property  and 
the  same  floating  debt.  Whichever  course  is  followed,  at  the 
maturity  of  the  bonds,  after  all  adjustments  have  been  made,  the 
problem  of  bond  discount  has  disappeared.  The  utility  is  in  ex- 
actly the  same  position,  except  for  temporary  inconvenience,  as 
if  it  had  issued  bonds  at  an  interest  rate  of  5.93  per  cent  and  sold 
them  at  par. 

ISSUANCE  OF  SECURITIES  TO  COVER  DISCOUNT 
We  now  pass  to  a  consideration  of  whether  utilities  should  be 
permitted  to  issue  additional  securities  to  the  amount  of  the  dis- 
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count  suffered  in  the  sale  of  bonds.  The  cases  on  this  question 
are  about  equally  divided.  In  the  case  of  the  Chicago  Great  West- 
ern Railroad  Company,  Illinois,  P.  U.  R.  1915  A,  800,  a  railroad 
company  was  authorized  to  issue  bonds  to  provide  for  discount 
on  an  issue  of  bonds  for  refunding  capital  expenditures.  In  the 
case  of  the  St.  Louis  and  Santa  Fc  Railroad  Company,  Missouri, 
P.  U.  R.  1916  F,  49,  the  Missouri  commission  made  allowance  for 
discount  of  bonds  in  authorizing  securities  in  a  railroad  re-organi- 
zation. In  the  case  of  the  Bronx  Gas  and  Electric  Company,  New 
York  ist  District,  2  P.  S.  C.  R.  (ist  district  N.  Y.)  178,  decilcd 
in  1910,  the  New  York  commission  authorized  bonds  to  cover 
premiums  and  commissions  on  bonds  previously  authorized,  but 
required  the  expense  to  be  amortized. 

On  the  other  hand,  in  the  case  of  the  San  Diego  Consolidated 
Gas  and  Electric  Company,  California,  2  Cal.  R.  C.  R.  264,  cited 
in  P.  U.  R.  1917  D,  853,  decided  in  1913,  the  California  commis- 
sion makes  a  very  convincing  argument  to  the  effect  that  debenture 
bonds  cannot  be  authorized  to  cover  discount  on  bonds.  In  the 
case  of  the  Wcstbrook  Gas  Company,  Maine,  P.  U.  R.  1915,  B, 
358,  the  Maine  commission  refused  to  consider  discounts  and  com- 
missions on  previous  capital  issued  in  authorizing  issues  under 
a  mortgage  providing  for  an  issue  of  bonds  to  the  extent  of  90  per 
cent  of  the  cost  of  extensions.  In  the  case  of  the  Joplin  and  Pitts- 
burg  Railway  Company,  Missouri,  P.  U.  R.  1919  B,  388,  the 
Missouri  commission  said : 

This  item  has  been  excluded  by  this  commission  in  all  cases,  and  has 
practically  ceased  to  be  considered  a  proper  item  for  capitalization,  even 
by  companies  seeking  a  valuation  of  property. 

In  the  case  of  the  Indiana  General  Service  Company,  Indiana 
No.  3351,  decided  January  12,  1918,  the  Indiana  commission  re- 
fused authority  to  fund  bond  discount  in  bonds,  upon  the  theory 
that  this  indebtedness  should  not  be  capitalized  but  should  be  ex- 
tinguished by  an  amortization  account  provided  for  that  purpose. 

In  the  case  of  the  Muncie  Electric  Light  Company,  Indiana 
No.  1556,  decided  May  26,  1916,  the  Indiana  commission  denied 
this  company,  which  was  the  predecessor  of  the  Indiana  General 
Service  Company,  authority  to  fund  bond  discount  in  preferred 
stock,  even  though  the  discount  was  being  amortized  from  earn- 

29 


The   Journal   of   Accountancy 

ings   and  the   proceeds   were   being  invested   in   additions   and 
betterments  to  the  plant.    The  commission  said : 

The  commission  is  of  the  opinion  that  said  company  should  not  be  given 
authority  to  sell  its  preferred  stock  to  cover  said  bond  discount.  The  pro- 
ceeds arising  from  said  amortization  account  should  be  applied  in  extin- 
guishing the  remainder  of  said  loan,  to  wit,  $106,351.25,  and  not  in  making 
additions  and  betterments.  The  proper  application  of  an  amortization  ac- 
count is  to  the  extinguishment  of  a  debt  and  not  to  the  creation  of  better- 
ments and  additions. 

In  the  case  of  the  Merchants  Heat  and  Light  Company,  No. 
4732,  September  23,  1919,  the  Indiana  commission  refused  the 
company  authority  to  fund  bond  discount  in  common  stock.  The 
commission  said : 

The  commission  has  refused  to  authorize  securities  to  cover  bond  dis- 
count, or  to  allow  for  bond  discount  in  valuing  utility  property  (citing 
cases),  and  has  taken  the  position  that  bond  discount  is  a  form  of  interest, 
and  is  not  properly  chargeable  to  capital  account  or  operating  expenses 
(citing  cases).  Instead  it  requires  that  bond  discount  be  amortized  during 
the  life  of  the  bonds,  and  that  the  annual  amortization  charges  be  deducted 
from  income. 

In  its  last  case  involving  this  question,  No.  4938,  March  31, 
1920,  the  Indiana  commission  reiterated  its  position,  and  denied 
the  United  Public  Service  Company  of  Rochester  authority  to  issue 
$62,500  of  bonds  to  refund  $50,000  of  bonds  maturing.  The  com- 
mission said: 

The  commission  cannot  approve  the  issuance  of  $62,500  of  bonds  to  re- 
fund $50,000  of  bonds  now  maturing.  In  similar  cases  it  has  consistently 
held  that  refunding  issues  should  be  of  the  same  total  par  value  as  the  bonds 
refunded.  To  adopt  the  position  which  petitioner  asks  the  commission  to 
assume  would  result  in  increasing  the  mortgage  indebtedness  of  utilities 
each  time  a  refunding  is  negotiated.  Where  the  total  outstanding  bonds 
approach  or  equal  the  value  of  the  property,  such  a  course  would  be  doubly 
unwise.  It  would  soon  make  the  total  of  the  mortgage  indebtedness  greater 
than  the  value  of  the  property  mortgaged.  Bonds  issued  under  such  circum- 
stances would  be  of  questionable  value. 

In  the  last  analysis  this  is  a  petition  to  issue  bonds  to  cover  bond  dis- 
count. It  proposes  permanently  to  capitalize  petitioner's  lack  of  credit  and 
the  high  interest  rate  it  is  forced  to  pay.  The  commission  has  consistently 
refused  to  authorize  the  issuance  of  any  kind  of  securities  to  cover  bond 
discount  (citing  cases).  Bond  discount  is  a  form  of  interest  and  should  not 
appear  in  the  capitalization  of  a  utility.  The  purpose  of  amortizing  the 
discount  is  to  put  it  on  an  annual  basis  like  other  forms  of  interest. 

One  more  class  of  cases  remains  to  be  considered :  where  issu- 
ance of  securities  to  cover  bond  discount,  while  regarded  as  unde- 
sirable as  a  general  practice,  was  permitted  in  case  of  financial 
emergency.  In  the  case  of  the  New  York  and  Richmond  Gas 

30 


Regulation    of   Bond   Discount 

Company,  New  York  ist  District,  P.  U.  R.  1918  F,  449,  the  com- 
mission said : 

Upon  the  facts  of  the  present  case,  I  have  no  doubt  that  the  provisions 
of  the  public  service  commission  law  permit  the  commission  in  its  sodnd 
discretion  to  authorize  an  issue  of  bonds  for  purposes  ordinarily  chargeable 
to  operating  expenses  or  to  income.  The  appellate  division  in  the  Dry  Dock 
case  (135  N.  Y.  S.  344)  has  so  indicated.  The  commission  has  itself  done 
this  a  number  of  times,  as,  for  instance,  where,  owing  to  a  sale  of,  say,  four 
per  cent  bonds  at  eighty  instead  of  six  per  cent  bonds  at  par,  the  issue  of 
a  greater  amount  of  bonds  is  necessary  in  order  to  finance  the  desired  amount 
of  proceeds.  In  such  a  case  the  additional  amount  of  bonds  issued  to  make 
up  discount  is  charged  to  income,  and  is  properly  regarded  to  be  amortized 
out  of  future  income  during  the  term  of  the  bonds. 

Generally,  under  normal  conditions,  it  is,  of  course,  preferable  that 
no  bonds  be  sanctioned  for  purposes  chargeable  to  operating  expense  or  to 
income,  even  with  a  provision  for  amortization  during  the  period  the  bonds 
will  be  outstanding.  War-time  conditions  may  call  for  a  relaxing  of  that 
rule  and  an  earnest  effort  to  find  a  way  of  meeting  the  company's  situation. 

In  the  case  of  the  Central  Maine  Power  Company,  Maine, 
P.  U.  R.  1918  C,  792,  securities  were  authorized  to  cover  the  dis- 
count on  previous  issues  of  securities,  as  a  special  provision  where 
the  abnormal  condition  of  business  justified  the  funding  of 
temporary  obligations.  However,  part  of  these  obligations  had 
been  amortized,  and  the  amortization  requirement  was  continued, 
so  that  at  the  maturity  of  the  bonds  the  utility  would  have  funds  to 
the  amount  of  the  securities  issued  to  cover  the  discount. 

In  the  case  of  the  Tyrone  Electric  Company,  Illinois  P.  U.  R. 
1916  E  700,  the  utility  was  allowed  to  issue  bonds,  for  the  pur- 
chase of  property,  to  a  par  value  greater  than  the  value  of  the 
property  purchased.  The  utility  was  ordered  not  to  charge  the 
amount  of  the  discount  to  operating  expense  or  capital  account, 
but  to  profit  and  loss  or  net  income.  This  case  is  at  variance  with 
the  general  policy  of  the  Illinois  commission,  and  the  issue  of  the 
bonds  was  permitted  in  this  case  only  in  order  to  insure  better 
service. 

Turning  to  the  merits  of  the  question,  I  do  not  believe  that  any 
sound  method  of  financing  would  permit  the  issue  of  bonds  to  fund 
discount,  except  in  the  most  unusual  circumstances.  The  funda- 
mental objection  to  such  an  issuance  is  that  a  mortgage  obligation 
would  thereby  be  assumed  in  excess  of  the  value  of  the  property 
mortgaged.  If  the  existing  bonded  indebtedness  of  the  utility  were 
already  in  excess  of  the  value  of  its  property,  the  issuance  of  bonds 
in  excess  of  the  property  added  would  bring  still  nearer  the  in- 
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evitable  collapse  of  the  utility's  credit  and  foreclosure  of  the  mort- 
gage, with  loss  to  the  bond-holders.  If  the  value  of  the  property 
bonded  were  substantially  equal  to  or  larger  than  the  existing 
bonded  indebtedness,  the  issuance  of  such  bonds  would  reduce  the 
margin  of  safety  and  finally  imperil  solvency. 

A  possible  objection  to  this  position  is  that  only  the  realization 
has  been  borrowed  and  not  the  face  value— in  other  words,  that 
the  face  value  of  the  bonds  is  not  the  true  debt  of  the  utility,  for 
the  sum  representing  discount  represents  only  deferred  interest 
payments  on  the  realization. 

If  this  is  true,  it  may  be  asked  what  objection  can  be  raised 
to  the  issuance  of  additional  bonds  to  the  amount  of  the  discount. 
The  answer  is  that  the  face  value  of  the  bonds  indicates  not  only 
the  amount  of  the  debt  but  the  amount  to  which  the  property  is 
mortgaged.  The  amount  of  the  mortgage  should  not  exceed  at  the 
outside  85  per  cent  of  the  value  of  the  property  securing  it.  This 
means  that  the  face  value  of  the  bonds  issued  on  account  of  ex- 
tensions and  improvements  should  not  exceed  85  per  cent  of  their 
value,  irrespective  of  our  theory  as  to  how  much  debt  is  assumed 
when  bonds  are  issued  at  a  discount. 

The  same  reasoning  applies  with  equal  directness,  although  not 
with  equal  force,  to  the  issue  of  stock  for  such  purpose.  It  is  true 
that  by  such  issue  no  additional  mortgage  obligations  are  assumed 
and  the  solvency  of  the  company  is  not  endangered.  But  it  is  no 
less  true,  on  the  other  hand,  that  securities  are  issued  to  a  higher 
face  value  than  the  value  of  the  property,  and  this  is  bound  to 
result  in  over-capitalization  and  its  attendant  evils. 

If  securities  of  any  sort  to  cover  bond  discount  are  sold  upon 
the  market,  they  pass  into  the  hands  of  innocent  third  parties.  If 
securities  of  any  kind  are  issued  in  excess  of  the  value  of  the  prop- 
erty acquired  with  the  proceeds,  the  result  is  to  make  the  securities 
of  the  company  of  doubtful  value.  The  fundamental  object  of 
security  regulation,  it  seems  to  me,  should  be  to  prevent  any 
further  issuance  of  securities  in  excess  of  the  value  of  the  prop- 
erty purchased  with  the  proceeds,  and  to  reduce  such  disparity  if 
possible  where  it  is  already  in  existence.  If  public  utility  securities 
are  to  be  safe  investments,  and  capital  is  thus  to  be  attracted  to 
the  public  utility  field,  there  can  be  no  compromise  on  this  principle. 

It  is  true  that  stocks  or  bonds  could  be  temporarily  issued  to 
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cover  the  item  of  bond  discount  and  be  retired  at  the  maturity  of  the 
bonds.  But  unless  there  are  adequate  safeguards,  the  proceeds  of 
such  sale  might  be  dissipated,  and  the  objects  of  security  regula- 
tion thus  be  defeated.  If  such  stocks  or  bonds  were  authorized 
temporarily,  sound  financing  would  require  the  raising  of  a  sink- 
ing fund  to  retire  at  maturity  the  securities  issued  to  cover  dis- 
count. If  this  were  required,  the  issuance  of  securities  to  cover 
bond  discount  would  be  of  no  advantage  to  the  utility,  except  that 
it  would  have  the  use  for  a  time  of  money  representing  the  dis- 
count, which  it  would  immediately  have  to  begin  to  pay  back 
serially.  It  is  perfectly  clear  that  the  permanent  funding  of  an  ex- 
pense which  is  not  properly  a  capital  charge  can  not  be  permitted, 
and  that,  though  temporary  funding  might  be  permitted,  it 
would  be  of  very  small  advantage,  if  any,  to  the  utility.  Moreover 
it  is  much  easier  to  get  securities  issued  than  it  is  to  get  them 
retired.  Any  issue  of  securities  whatever  to  cover  this  item  is  a 
rather  desperate  expedient  to  secure  money  and  displays  a  danger- 
ous disregard  of  the  future  day  of  reckoning. 

The  net  result  of  refusing  to  authorize  securities  for  bond  dis- 
count is  to  force  the  utility  either  temporarily  to  reinvest  earnings 
applicable  to  dividends  to  such  amount  or  to  borrow  money  to 
anticipate  such  reinvestment  for  a  short  term.  In  the  case  above 
cited  where  the  utility  has  sold  $15,000  of  stock  at  par  and  $85,000 
of  bonds  at  90  per  cent  of  par,  it  has  realized  from  the  sale  of 
securities  only  $91,500  with  which  to  pay  for  $100,000  of  property. 
To  reinvest  immediately  earnings  of  $8,500  would  not  be  a  hard- 
ship, for  any  utility  which  makes  extensions  of  $100,000  in  one 
year  would  have  an  amount  of  capital  stock  in  comparison  with 
which  $8,500  would  be  quite  negligible.  If,  however,  the  utility 
desires  to  postpone  part  of  the  reinvestment  to  another  year,  it 
can  do  so  by  incurring  temporary  debt  which  it  can  retire  from 
future  net  income,  and  the  burden  of  reinvestment  will  be  still 
easier.  To  require  the  re-investment  of  earnings  to  the  amount  of 
the  discount  deprives  the  stockholder  of  nothing  to  which  he  is 
entitled,  for  it  increases  his  equity  in  the  property  proportionately ; 
moreover  at  maturity  there  will  be  provisions  for  repaying  the 
amount  reinvested,  either  in  the  form  of  surplus  or  in  the  form 
of  dividends. 

If  earnings  are  too  low  to  permit  reinvestment  to  the  amount 
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of  the  discount,  the  condition  of  the  utility  is  very  precarious  in- 
deed. Any  securities  it  might  issue  would  be  of  very  doubtful 
value,  and  to  authorize  such  securities  might  reflect  seriously  upon 
the  commission. 

After  all,  no  securities,  either  stock  or  bonds,  should  be  issued 
except  to  fund  capital  charges — and  bond  discount  is  not  a  capital 
charge.  Floating  debt,  however,  can  properly  be  increased  to  re- 
imburse the  treasury  for  operating  expenses,  operating  deficit,  dis- 
counts, capital  charges  or  any  expenses  whatever.  A  temporary 
matter,  such  as  bond  discount,  should  be  financed  only  by  tempo- 
rary means,  not  by  the  issuance  of  securities  which  will  be  a  per- 
manent part  of  the  utility's  capitalization. 

There  is  a  serious  question  whether  under  the  Indiana  law 
the  issuance  of  securities  for  bond  discount  is  permissible.  Sec- 
tion go  of  the  public  service  commission  act,  which  states  the 
purposes  for  which  securities  may  be  issued,  does  not  include  bond 
discount  among  them.  Section  89  provides  that  securities  may  be 
issued  only  to  an  amount  "reasonably  necessary"  for  the  purposes 
recognized  in  section  90.  The  issuance  of  securities  to  fund  bond 
discount  is  not  reasonably  necessary  for  "the  acquisition  of  the 
property,"  "the  construction  completion,  extension  or  improve- 
ment of  its  facilities,"  or  any  of  the  other  purposes  for  which  bonds 
may  properly  be  issued,  because  there  is  another  easier,  safer  and 
more  conservative  method  of  securing  the  funds,  viz.,  reinvestment 
of  earnings  or  temporary  loans  not  secured  by  mortgage,  to  be 
retired  from  future  reinvested  earnings. 

From  the  point  of  view  of  the  commission,  there  is  an  addi- 
tional advantage  in  refusing  to  authorize  the  issuance  of  securities 
to  cover  bond  discount.  The  commission  has  had  occasion  in  many 
cases  to  question  whether  the  discount  at  which  bonds  were  being 
sold  was  not  excessive.  There  has  been  tremendous  pressure  on 
the  commission  from  time  to  time  to  permit  an  excessive  discount. 
If  the  commission  adopts  the  policy  of  requiring  the  reinvestment 
of  earnings  to  the  amount  of  the  discount,  utilities  will  tend  to 
issue  their  securities  under  terms  which  will  make  it  possible  to 
sell  them  at  or  above  par,  thus  removing  the  question  of  the  treat- 
ment of  bond  discount  altogether. 

In  conclusion,  any  practice  that  results  in  disparity  or  increases 
any  existing  disparity  between  capitalization  and  value  is  incorrect 
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and  is  based  upon  wrong  theories.  To  issue  stock  or  bonds  to 
fund  bond  discount  would  have  this  result.  It  is  clear  that  bond 
discount  is  a  form  of  interest  rather  than  a  capital  charge,  and 
differs  from  other  interest  only  in  that  it  is  paid  in  one  sum  at 
maturity  instead  of  annually.  The  practice  of  requiring  its  amorti- 
zation causes  this  interest  charge  to  be  met  annually  and  prevents 
the  dispersion  in  dividends  of  the  funds  necessary  to  meet  it  at 
maturity.  To  require  temporary  reinvestment  of  earnings  or  the 
incurring  of  temporary  floating  debt  to  the  amount  of  the  dis- 
count is  far  better  both  from  the  standpoint  of  the  utility  and  of 
the  public  than  the  issuance  of  securities  in  any  circumstances  or 
with  any  provisions  for  retirement. 

A  sound  policy  in  regard  to  bond  discount  therefore  contains 
four  elements : 

(1)  The  issuance  of  bonds  to  a  par  value  not  greater  than 
85  per  cent  of  the  value  of  extensions  and  improvements. 

(2)  The  issuance  of  no  securities,  either  stocks  or  bonds,  to 
pay  for  such  part  of  the  cost  of  extensions  and  improve- 
ments as  cannot  be  realized  by  the  sale  of  stock  and 
bonds  to  the  par  value  of  the  cost  of  the  property  added. 

(3)  The  building  up  during  the  life  of  the  bonds  of  an 
amortization  fund  which  will  equal  the  discount  at  ma- 
turity, the  annual  payments  to  be  deducted  from  income. 

(4)  The  use  of  the  amortization  fund  at  maturity  for  the 
following  purposes: 

(a)  To  retire  bonds  to  the  amount  of  the  discount,  if 
earnings  have  not  been  reinvested  in  the  property 
to  such  amount  during  the  life  of  the  bonds,  bonds 
of  the  original  issue  only  to  the  amount  of  the 
realization  being  refunded,  or 

(b)  To  repay  to  the  stockholders  either  in  the  form 
of  undistributed  surplus  or  dividends  the  amount 
of  reinvested  earnings,  if  earnings  have  been  re- 
invested to  the  amount  of  the  discount  during  the 
life  of  the  bonds,  the  full  par  value  of  the  original 
issue  being  refunded. 


35 


Accounting  for  Proprietary  Preparations 

BY  JOHN  H.  DEVLIN 

In  order  properly  to  consider  the  salient  features  of  accounting 
for  proprietary  preparations  it  will  first  be  necessary  to  outline 
the  commercial  economics  of  the  industry.  While  the  following 
observations  might  apply  in  general  to  all  trade-marked  prepara- 
tions including  foodstuffs,  paints,  etc.  (except  as  to  the  percent- 
age of  gross  profit),  they  have  special  reference  to  patent  medi- 
cines, toilet  preparations  and  the  like. 

It  is  seldom  that  a  highly  capitalized  corporation  is  launched 
for  the  initial  manufacture  and  sale  of  proprietary  medicines  and 
toilet  preparations  on  an  extensive  scale,  as  the  sales  for  the  first 
few  years  are  usually  of  such  slow  growth  that  heavy  fixed 
charges  would  prove  disastrous  financially.  The  accountant,  there- 
fore, will  generally  find  that  a  corporation  of  substantial  size  in 
this  industry  is  the  successor  to  a  much  smaller  business  entity 
and  that  on  the  books  the  asset  "formulas,  trade-marks  and  good- 
will" obtrudes  itself  very  conspicuously,  as  in  most  instances  it 
properly  should.  However,  in  this  trinity  just  why  goodwill  is 
customarily  stated  last  is  not  evident,  as  it  nearly  always  in  such 
cases  has  a  preponderating  value.  It  is  only  in  exceptional  cases 
that  the  formulas,  apart  from  the  goodwill,  have  a  high  market 
value,  as  it  is  not  difficult  to  imitate  or  substitute  the  average 
formula;  but,  conversely,  the  goodwill  of  popular  proprietary 
preparations  frequently  will  command  an  exceedingly  high  price 
though  divorced  from  the  formulas. 

This  leads  to  the  suggestion  that  whenever  the  respective  cost 
values  can  be  obtained  it  is  advisable  to  set  up  goodwill,  trade- 
marks and  formulas  in  separate  accounts.  Accepted  accounting 
doctrine  does  not  approve  of  fluctuations  in  the  goodwill  account, 
but  trade-marks  account  may  be  increased  by  the  cost  of  secur- 
ing registration  of  additional  trade-marks  and  in  some  cases  also 
by  the  cost  of  successful  litigation  in  protecting  trade-mark  rights, 
while  formulas  account  may  be  increased  by  the  cost  of  acquiring 
new  formulas  or  improving  old  ones  even  though  this  cost  may 
be  in  the  form  of  salary  paid  to  a  staff  chemist,  and  the  account 
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may  be  decreased  by  the  cost  of  discarded  formulas.  When  the 
three  factors  are  combined  in  one  account  and  a  comparison  of 
periodic  balance-sheets  discloses  changes  in  the  account  the  ques- 
tion arises  as  to  which  factor  has  been  changed. 

In  enterprises  of  the  type  under  consideration  the  gap  between 
production  cost  and  selling  price  is  usually  wide,  the  gross  profits 
generally  averaging  from  60  to  65  per  cent.  This  margin  is  made 
necessary  by  the  heavy  cost  of  advertising  and  other  selling  ex- 
penses. Therefore  in  the  profit  and  loss  statement  interest  centers 
on  the  selling  rather  than  on  the  manufacturing  costs,  reversing  *he 
general  rule,  and  it  is  incumbent  on  the  accountant  appropriately 
to  analyze  selling  expenditures  so  that  intelligent  periodic  com- 
parisons may  be  made  of  the  various  factors  comprising  the 
cost  of  the  selling  effort  and  the  exhibit  of  increases  or  decreases 
and  percentages  to  sales. 

The  advertising  account  should  be  sub-classified  into  appro- 
priate divisions,  as  for  instance,  publication  advertising,  poster 
advertising,  window  display  material,  demonstration  expense,  cir- 
cularizing, free  samples,  etc. 

Usually  a  sample  or  booklet  is  offered  free  in  the  advertise- 
ments, the  latter  being  keyed  so  that  statistical  records  may  be 
kept  of  the  number  of  replies  from  each  advertisement  for  the 
guidance  of  the  advertising  manager. 

If  sample  size  packages  are  sold  the  revenue  from  this  source 
should  be  carried  in  a  separate  sales  account  as  the  percentage 
of  gross  profit  is  likely  to  be  considerably  smaller  than  on  the 
regular  sales.  The  profits  from  the  sale  of  samples  might  consis- 
tently be  considered  a  reduction  of  advertising  expense  rather 
than  a  trading  income. 

Toward  the  close  of  the  fiscal  year,  should  extraordinary 
advertising  expense  have  been  incurred,  the  returns  from  which 
may  not  be  expected  until  the  following  year,  it  will  be  appropriate 
to  withhold  such  expenditure  from  the  current  profit  and  loss 
account,  and  to  defer  the  amount  under  the  caption  "prepaid  ad- 
vertising expense." 

Cuts,  electros  and  drawings  for  advertisements  may  also  be 
temporarily  capitalized  as  deferred  charges,  but  proper  periodic 
reductions  of  the  account  should  be  instituted  to  cover  the  value 
of  obsolete  cuts  and  drawings  and  worn-out  electros. 
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In  other  balance-sheet  and  administrative  accounts  the  classi- 
fication and  procedure  would  be  much  the  same  as  for  any  other 
manufacturing  and  trading  partnership  or  corporation. 

MANUFACTURING  COSTS 

The  management  not  infrequently  will  be  found  apathetic 
toward  the  proposition  of  installing  a  complete  cost  system  on 
the  theory  that  the  selling  price  is  standard  and  cannot  be  made 
to  reflect  the  fluctuations  in  cost  and  also  because  there  is  a  wide 
margin  of  safety  between  cost  and  selling  price. 

If  the  only  function  of  a  cost  system  were  determination  of 
exact  cost  there  would  be  some  logic  in  this  argument,  but  it  hap- 
pens that  a  true  cost  system  has  another  attribute — it  is  a  potential 
agency  for  the  reduction  or  stabilization  of  costs. 

In  considering  the  best  cost  system  for  proprietary  prepara- 
tions it  should  be  borne  in  mind  that  in  many  cases  the  cost  of 
the  preparation  itself  is  equalled  or  exceeded  by  the  labor  and  ma- 
terial and  overhead  cost  of  packing,  and  it  will  be  necessary  to 
ascertain  the  cost  of  each  of  these  two  elements  of  the  com- 
pleted marketable  product  separately  and  then  combine  them, 
especially  as  the  method  of  cost  finding  is  likely  to  be  different  for 
the  two  elements. 

FINISHED  BULK  PRODUCT  COST 

Finished  bulk  product  cost  comprises  the  liquids,  pastes, 
powders,  pills  and  tablets  (compressed  powders)  in  bulk  before 
being  enclosed  in  standard  unit  packages. 

If  the  laboratory  is  a  large  one  and  its  output  consists  of  pro- 
ducts of  distinctive  classes  it  would  be  advisable  to  departmentalize 
it  for  cost  accounting  purposes;  but  if  methods  of  manufacture 
and  character  of  products  permit,  it  may  be  treated  as  one  de- 
partment, particularly  if  the  products  are  exclusively  liquid. 

The  manufacturing  process  as  applied  to  liquids  is  almost  en- 
tirely a  chemical  one  and  there  is  practically  no  direct  labor  in  the 
cost  accounting  sense.  The  manual  work  consists  mainly  of  mov- 
ing material  for  the  purpose  of  filling  or  emptying  vats,  etc. 
Labor  is,  therefore,  a  secondary  rather  than  a  primary  cost  ele- 
ment. The  process  hour  basis  for  determining  the  cost  of  liquids 
will  generally  prove  the  most  satisfactory.  The  process  hour  rate, 
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to  be  applied  to  all  productions  utilizing  the  process  facilities  dur- 
ing the  cost  period,  is  determined  as  follows : 

Total  operating  costs  of  process  for  period 

-  =  process  hour  rate 
Total  process  time  of  all  production  process  for  period  for  period 

If  there  are  several  processes  or  departments  in  the  labora- 
tory a  separate  hour  rate  should  be  determined  for  each  process 
or  department.  The  operating  costs  of  a  process  will  include 
not  only  such  items  as  superintendence,  repairs  and  depreciation 
on  equipment,  floor  space  charges,  power,  heat  and  light,  'insur- 
ance, etc.,  but  also  laboratory  labor. 

Through  the  medium  of  process  time  cards  the  periods  of  time 
each  production  order  for  a  specific  product  has  been  in  process 
is  reported  to  the  cost  department.  The  total  hours  on  these 
cards  for  the  cost  period  divided  into  the  process  costs  for  the 
period  will  give  the  process  hour  rate  in  accordance  with  the 
foregoing  formula. 

To  the  process  cost  of  each  production  order  will  be  added 
the  material  cost,  ascertained  from  material  requisitions  on  the 
stockkeeper  or  from  material-used  reports,  to  find  the  complete 
cost,  at  which  cost  entry  will  be  made  on  the  finished  bulk  product 
stock  records  according  to  product. 

The  process  hour  basis  may  also  be  employed  satisfactorily  in 
finding  the  cost  of  mixing  pastes,  powders,  etc.,  but  the,  conver- 
sion of  powders  into  pills  and  tablets  is  frequently  a  machine 
operation  and  it  will  be  necessary,  to  find  the  cost  thereof,  to 
utilize  the  machine  hour,  direct  labor  or  kindred  basis. 

PART  FINISHED  BULK  PRODUCT  COST 

In  some  laboratories  several  materials  are  combined  to  form 
a  part  finished  bulk  product  which  is  a  common  constituent  of 
two  or  more  finished  bulk  products.  In  such  cases  a  production 
order  should  be  issued  for  a  specific  quantity  of  the  part  finished 
product  and  the  cost  should  be  determined  by  the  same  method 
as  for  finished  bulk  products.  When  completed  the  part  finished 
product  will  be  recorded  as  such  on  the  stock  records  at  the  ascer- 
tained cost  and  charged  out  of  stock  at  this  cost  when  it  goes 
back  into  process  to  become  part  of  a  finished  bulk  product. 
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MATERIAL  COST  OF  BULK  PRODUCTS 

If  conditions  will  permit,  it  is,  of  course,  preferable  to  deliver 
to  the  laboratory  out  of  the  store-room  (on  a  material  requisition) 
the  exact  quantities  of  materials  required  for  a  given  production 
order.  Such  requisitioned  quantities  will  be  credited  on  the  stock 
records  and  charged  to  production  at  the  stock  record  costs.  As 
care  must  be  observed,  however,  to  avoid  too  much  red  tape  this 
method  is  not  always  feasible,  especially  when  it  is  desired  to 
maintain  secrecy  as  to  formulas  or  when  there  are  numerous  in- 
gredients to  a  formula,  some  of  them  in  minute  quantities. 

In  such  cases  the  accountant  will  have  to  be  content  with  a 
static  material  cost  based  on  the  chemist's  estimate,  but  it  may  be 
approximately  verified,  and  adjusted  if  necessary,  from  time  to 
time  through  the  medium  of  material-control  accounts  properly 
classified. 

FINISHED  PACKED  PRODUCT  COST 

As  previously  suggested  the  cost  of  packing  material,  labor 
and  overhead  is  often  even  greater  than  the  cost  of  the  product 
itself,  so  that  accurate  and  illuminating  analysis  of  the  packing 
cost  is  of  paramount  importance. 

MATERIAL 

The  items  entering  into  the  cost  under  the  heading  of  material 
will  usually  be  found  to  embrace  a  part  or  all  of  the  following: 

Finished  bulk  products  (to  be  packed)  ; 

Bottles,  jars,  collapsible  tubes,  tin,  wooden  or  pasteboard  boxes ; 

Corks,  rubber  stoppers,  screw  caps,  patent  box  covers; 

Labels,  paper  seals,  etc. ; 

Folding  paste-board  cartons,  corrugated  wrapper  cartons; 

Containers  to  hold  standard  quantity  of  unit  packages,  as  for 
example  l/2  dozen,  i  dozen,  etc. 

With  the  exception  of  the  first  mentioned  item,  there  is  no 
reason  why  the  cost  of  any  of  these  materials  used  on  a  given 
production  order  cannot  be  found  accurately  through  the  agency 
of  material  requisitions  and  proper  stock  records,  particularly  if 
production  orders  are  issued  for  standard  quantities,  as  for  ex- 
ample 100  gross,  500  gross,  etc.,  at  a  time.  The  employment  of 
counting  machines  will  simplify  the  counting  of  small  items  such 
as  corks,  labels  and  the  like. 

In  some  cases  the  exact  quantity  of  the  finished  bulk  product 
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required  on  a  given  production  order  may  be  conveniently  requisi- 
tioned and  delivered  to  the  packing  department,  but  there  are  other 
instances  wherein  this  is  impracticable,  as  for  instance  where  the 
product  is  delivered  to  the  packing  department  through  a  piping 
system.  When  this  condition  exists  the  quantity  packed  may  be 
closely  estimated  by  multiplying  the  number  of  packages  com- 
pleted by  the  average  quantity  per  package  plus  a  proper  per- 
centage for  spillage.  The  production  order  will  be  charged  and 
the  stock  records  credited  accordingly. 

LABOR  AND  OVERHEAD 

The  basis  for  ascertaining  the  labor  and  overhead  cost  will  be 
governed  largely  by  the  character  of  the  operations  in  vogue. 

The  operations  will  usually  be  found  as  follows: 

Filling  (enclosing  product  in  bottles,  jars,  collapsible  tubes, 
etc.)  ; 

Closing  or  sealing  (affixing  cork,  screw  cap,  cover,  etc.)  ; 

Labelling  (attaching  one  or  several  labels  to  a  single  package)  ; 

"Cartoning"  (inserting  bottle,  jar,  tube,  etc.,  in  individual  fold- 
ing carton  or  corrugated  paper  carton) .  This  operation  frequently 
includes  insertion  of  printed  matter  and  samples  in  the  carton. 

"Containering"  (packing  a  standard  quantity  of  unit  packages 
in  container). 

The  direct  labor  basis  of  cost  accounting  for  these  packing 
operations  will  usually  prove  both  simple  and  reasonably  accurate, 
especially  if  piece-work  prevails,  as  it  often  does.  In  some  plants 
all  these  operations  are  entirely  manual,  while  in  others  filling, 
corking  and  labelling  are  done  by  special  machines  either  indi- 
vidually operated  or  more  or  less  automatic.  In  such  cases  the 
machine-hour  basis  may  be  adopted,  which  will  provide  for  the 
inclusion  of  the  packing  department  overhead  in  the  machine-hour 
rate. 

With  the  direct-labor  basis,  the  percentage  that  the  entire  over- 
head cost  of  the  packing  department  bears  to  the  entire  packing 
direct-labor  cost  should  be  computed  for  the  cost  period  and  this 
percentage  applied  to  the  direct-labor  cost  on  all  production 
orders  for  the  cost  period. 
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GENERAL  LEDGER  CONTROL  OF  COST  SYSTEM 

The  cost  system  may  be  controlled  by  the  following  general 
ledger  accounts: 

Laboratory  raw  materials. 

Packing  raw  materials. 

Laboratory  work  in  process. 

Packing  work  in  process. 

Part  finished  bulk  product. 

Finished  bulk  product. 

Finished  packed  product. 

Cost  of  goods  sold. 

Materials  requisitioned  will  be  credited  to  the  appropriate  ma- 
terial accounts  and  charged  to  the  proper  work  in  process  accounts. 

Finished  production  orders  will  be  credited  to  the  indicated 
work  in  process  account  and  charged  to  the  proper  part  finished 
or  finished  product  account.  The  cost  figures  entered  on  sales 
tickets  will  be  credited  to  finished  (packed)  product  account  and 
charged  to  cost  of  goods  sold  account. 

The  foregoing  is  merely  a  bare  outline  for  a  cost  system. 
Further  details  would  be  largely  influenced  by  the  conditions  cur- 
rent in  any  given  plant.  What  might  be  cost  medicine  for  one 
plant  not  improbably  would  prove  to  be  cost  poison  for  another. 
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BY  LEROY  L.  PERRINE 

To  an  accountant  percentages  are  familiar  friends.  It  is  safe 
to  say  that  few  reports  are  submitted  to  clients,  particularly  those 
reports  relating  to  audits,  which  are  not  plentifully  sprinkled 
with  percentage  signs.  The  increases  or  decreases  in  the  current 
year's  business,  as  compared  with  the  business  of  the  preceding 
year;  the  ratio  of  items  of  expenses  such  as  advertising,  wages, 
rent  and  the  like  to  the  total  of  sales  or  to  the  total  of  all  ex- 
penses— these  and  various  other  statistics  are  frequently  expressed 
in  terms  of  percentages,  thus  facilitating  a  more  thorough  under- 
standing of  the  various  phases  of  the  business.  So  frequently 
are  percentages  used  and  so  simple  is  it  to  compute  the  vast  ma- 
jority of  them  on  tabulating  machines  or  by  pencil  or  "in  our 
heads,"  that  some  accountants,  more  particularly  those  in  the 
junior  grades,  are  apt  to  treat  them  too  lightly.  In  this  brief 
article,  an  attempt  will  be  made  to  describe  a  few  of  the  more 
difficult,  percentage  computations — probably,  however,  to  most 
accountants,  not  particularly  difficult,  but  merely  unusual. 

Probably  one  of  the  most  frequent  errors  in  the  use  of  per- 
centages is  in  th  ir  addition  or  subtraction.  Relative  to  this  it  is 
well  to  remember  that  percentages  can  be  added  or  subtracted 
only  when  they  result  from  dividing  by  the  same  base  or  divisor. 
A  simple  illustration  of  this  principle  is  shown  in  the  case  of 
determining  percentages  of  the  total  ex  senses  for  various  indi- 
vidual expenses.  For  example : 

Percentage 
Expense  Amount  of  total 

A $80,000  32% 

B 70,000  28% 

C 40,000  16% 

D  . .  60,000  24% 


Total  * $250,000  100% 

The  accuracy  of  the  above  percentage  computations  is  obvious. 
The  base,  or  divisor,  for  computing  all  five  percentages  is  the 
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same,  namely,  $250,000;  and  it  is  correct  to  add  the  percentages 
so  derived.  The  fact  that  the  sum  of  the  first  four  percentages 
is  loo  per  cent  is  a  partial  check  on  the  correctness  of  the  work, 
although  such  an  addition  would  not  disclose  any  "switches"  which 
might  have  been  made. 

A  different  situation  is  shown  in  the  following  table,  and 
illustrates  the  fallacy  of  what  accountants  sometimes  call  "getting 
the  average  of  an  average."  This  situation  is  frequently  con- 
fusing. How  it  works  out  is  set  forth  below : 

Ratio  of  cost  of 
Branch  Sales  Cost  of  sales  sales  to  sales 

Store  A $100,000  $  70,000  70.00% 

Store  B 200,000  150,000  75.00% 

Store  C 75,000  60,000  80.00% 

Store  D 25,000  21,000  84.00% 


Total  $400,000  $301,000  75.25% 

The  above  is  the  correct  computation  of  percentages.  But  in- 
stances have  been  known  where  the  percentage  of  the  total  of  the 
four  branches  has  been  computed  by  adding  together  the  first  four 
percentages,  and  then  dividing  this  result  by  four ;  in  other  words, 
dividing  309  per  cent  by  4,  giving  77.25  per  cent  as  the  incorrect 
result.  Such  a  method  attaches  as  much  weight  to  the  relatively 
large  percentages  of  the  two  small  stores  as  to  the  relatively 
small  percentages  of  the  two  large  stores  and  is  manifestly  errone- 
ous. It  is  never  correct  to  uso  this  "average  of  an  average-" 
method.  To  find  the  final  percentage,  the  right  method  is  to 
divide  the  total  cost  of  sales  by  the  total  sales.  Occasionally  the 
result  obtained  by  the  "average  of  an  average"  method  will  coin- 
cide with  the  result  obtained  by  the  first  method,  but  this  will 
not  be  a  proof  that  the  latter  result  is  correct.  It  will  be  merely 
a  coincidence  and  not  a  habit. 

The  preceding  table  shows  how  percentages  are  sometimes 
incorrectly  added.  The  following  table  shows  how  they  may  be 
occasionally  incorrectly  subtracted: 

Year  ended  Year  ended  Percentage  of 

Dec.  31,1919  Dec.  31, 1918  Increase  inc.  or  decrease 

Gross  earnings $90,000  $80,000  $10,000             12.50% 

Operating  expenses..       60,000  55,OOO  5,000               9.09% 


Net  earnings....     $30,000  $25,000  $5,000  20.00% 
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The  only  difficulty  whcih  sometimes  arises  from  tables  like  the 
above  is  in  working  out  the  last  percentage.  It  is  practically  the 
universal  custom  to  consider  the  figures  of  the  preceding  year 
as  the  base  (or  divisor)  figures,  and  not  those  of  the  later  year. 
The  different  figures  in  the  third  column  are  the  dividends,  and 
the  percentages  in  the  last  column  are  the  quotients.  The  first 
three  amounts  on  the  net  earnings  line  are,  of  course,  merely 
the  differences  between  gross  earning  and  operating  expenses, 
and  sometimes  young  accountants  make  the  mistake  of  assuming 
that  the  percentage  on  this  line  may  also  be  obtained  by  differenc- 
ing. This  method  will  seldom  work  out  the  correct  result ;  and  if 
it  does,  it  will,  as  stated  above,  be  only  a  coincidence  and  prove 
nothing. 

The  above  tables  have  involved  only  what  are  sometimes  called 
"black  figures."  The  most  confusing  problems  in  percentage 
computations,  in  the  opinion  of  the  writer,  are  those  which  deal 
with  "red  figures,"  or,  more  accurately,  those  which  involve  both 
black  and  red  figures.  A  simple  case  illustrating  this  difficulty  is 
shown  in  the  case  of  a  man  who  lost  $500  during  his  first  year 
in  business  and  gained  $1,000  during  his  second  year.  What 
is  the  percentage  of  increase?  Some  accountants  give  the  answer 
as  300  per  cent,  meaning  300  per  cent  black,  obtaining  this  answer 
by  dividing  $1,500  by  $500.  But  they  would  obtain  this  same 
result  by  assuming  that  this  man  gained  $250  during  his  first 
year  (instead  of  losing  $500),  gaining  $750  on  $250,  which  works 
out  to  300  per  cent.  If  two  men  make  the  same  amount  in  their 
second  year  of  business  ($1,000),  while  in  their  first  year  one 
man  lost  $500  and  the  other  gained  $250,  it  is  clear  that  the  per- 
centages of  increase  must  be  different.  Both  answers  can  not  be 
the  same.  The  explanation  is  that  the  first  man  gained  300  per 
cent  red  and  that  the  second  man  gained  300  per  cent  black.  The 
answer  of  300  per  cent  red  is  obtained  by  dividing  a  black  dividend 
($1,500)  by  a  red  base  ($500).  The  answer  of  300  per  cent 
black  is  obtained  by  dividing  a  black  dividend  ($750)  by  a  black 
base  or  divisor  ($250).  Numerous  errors  will  creep  into  per- 
centage computations  such  as  the  one  illustrated  above,  unless  the 
distinction  between  red  and  black  figures  is  kept  clearly  in  mind. 
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The    following  table   illustrates   some   computations   in   red 
figures.* 

Year  ended       Year  ended       Inc.— black  Percentage  of 

Dec.  31, 1919     Dec.  31, 1918        Dec. — red  inc.  or  decr'se 

Gross  earnings $80,000  $90,000  $10,000  n.ll% 

Operating  expenses.       85,000  100,000  15,000  15.00% 


Net  earnings..  .     $  5,000  $10,000  $  5,ooo  50.00% 

Results  such  as  the  above  are  of  infrequent  occurrence  in 
actual  business,  but  occasionally  something  along  this  line  devel- 
ops and  causes  some  study  and  possible  confusion  merely  be- 
cause of  its  unusual  features.  The  first  percentage  results  from 
dividing  the  red  decrease  of  $10,000  by  the  black  divisor  figure  of 
$90,000,  giving  a  red  percentage  of  ii.n  per  cent.  A  similar 
explanation  applies  to  the  red  figure  of  15.00  per  cent.  But  the 
red  percentage  of  50.00  per  cent  is  hard  to  explain.  Most  ac- 
countants naturally  consider  that  a  red  figure  indicates  a  loss,  a 
decrease,  a  going  backward.  Occasionally,  however,  this  is  not 
true.  It  is  practically  universal  in  accounting  and  statistical  state- 
ments that  black  figures  are  in  harmony  with  the  caption  at 
the  head  of  a  column,  while  red  figures  indicate  the  reverse.  For 
example,  in  a  column  headed  "Increase,"  black  figures  would  in- 
dicate increases,  and  red  figures  would  indicate  decreases.  But 
in  a  column  headed  "Decrease,"  black  figures  would  indicate  de- 
creases, While  red  figures  would  have  a  significance  exactly  the 
reverse  of  their  ordinary  meaning  and  would  indicate  increases. 
In  the  case  under  consideration,  therefore,  the  red  percentage 
of  50.00  per  cent  would  ordinarily  convey  the  meaning  that  the 
1919  net  earnings  were  less  than  the  1918  net  earnings.  This 
is  not  the  case,  however,  for  here  is  a  company  whose  net  earnings 
actually  improved  in  1919  over  1918,  and  yet  the  percentage  of  im- 
provement is  shown  in  red.  To  be  sure,  the  company  lost  money 
during  both  years,  but  it  lost  less  in  1919  than  in  1918  by  $5,000. 
It  made  a  gain  in  net  earnings,  and  such  a  gain,  it  would  naturally 
seem,  should  be  expressed  in  black  and  not  in  red.  Nevertheless, 
the  red  figure  of  50.00  per  cent  is  absolutely  correct,  and  is 
accounted  for  by  the  fact  that  we  are  dividing  a  black  $5,000  by  a 
red  $10,000,  and  the  result  must  inevitably  be  a  red  50  per  cent. 

*  The  author's  so-called  "red"  figures  are  printed  in  italic ;  the  "black"  in 
roman. — EDITOR. 
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This  conclusion  will  be  clear  to  those  familiar  with  algebra,  where 
the  plus  sign  corresponds  with  the  black  figures  and  the  minus  sign 
with  the  red  figures. 

In  addition  to  cases  involving  red  or  black  figures,  there  are 
other  cases  which  might  result  when  the  figures  (or  some  of  them) 
are  neither  red  nor  black,  but  zero.  In  fact,  by  ringing  the  changes, 
there  are  nine  possible  calculations,  based  upon  nine  combinations 
of  black  figures,  red  figures  and  zeros.  These  will  be  illustrated 
numerically  in  a  subsequent  paragraph.  Expressed  in  formulas, 
they  may  be  stated  as  follows : 

(1)  Black  (or  plus)  divided  by  black  (or  plus)  equals  black 
(or  plus). 

(2)  Red  (or  minus)  divided  by  black  (or  plus)  equals  red 
(or  minus). 

(3)  Zero  divided  by  black  (or  plus)  equals  zero. 

(4)  Black  (or  plus)  divided  by  red  (or  minus)  equals  red 
(or  minus). 

(5)  Red  (or  minus)  divided  by  red  (or  minus)  equals  black 
(or  plus). 

(6)  Zero  divided  by  red  (or  minus)  equals  zero. 

(7)  Black  (or  plus)  divided  by  zero  equals  plus  infinity. 

(8)  Red  (or  minus)  divided  by  zero  equals  minus  infinity. 

(9)  Zero  divided  by  zero  equals — not  computable. 

The  above  nine  formulas  doubtless  appear,  at  first  sight,  rather 
theoretical,  and  to  most  readers  of  this  article  practical  illustra- 
tions will  be  more  to  the  point.  Following  are  examples  of  each 
of  the  above  nine  formulas  : 


Net  earnings 
in  1919 

( i ) $7,000 

(2), 3,000 

(3) 5,ooo 

(4), 3,ooo 

(5) 7,ooo 

(6) 5,000 

(7) 2,000 

(8) ,?,ooo 

(9) 


Net  earnings 

Inc.  —  black 

Percentage  of 

in  1918 

Dec.  —  red 

inc.  or  decrease 

$5,000 

$2,000 

40% 

S.ooo 

^,000 

40% 

5,000 

Zero 

Zero  % 

5,000 

2,000 

40% 

5,000 

2,000 

40% 

5,000 

Zero 

Zero  % 

Zero 

2,000 

Plus  infinity  % 

Zero 


Zero 
Zero 


^,000         Minus  infinity  % 
Zero         Not  computable 


In  actual  practice,  case  (i)  covers  the  vast  majority  of  com- 
putations, with  case  (2)  next  in  number.    Cases  (4)  and  (5)  will 
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occur  in  companies  where  the  business  of  the  year  preceding  the 
current  year  has  resulted  in  net  losses.  Cases  (3)  and  (6),  where 
the  figures  in  the  first  two  columns  are  identical,  will  occasionally 
be  met.  Cases  (7),  (8)  and  (9)  are  of  rare  occurrence. 

From  the  preceding  paragraph,  it  is  clear  that  some  percent- 
ages, even  when  correctly  computed,  may  be  difficult  to  explain. 
One  of  the  most  important  requirements  of  any  report,  account- 
ing or  otherwise,  is  that  it  shall  be  fairly  easy  to  understand.  In 
line  with  this  idea,  the  purpose  in  using  percentages  in  a  report 
should  be  to  clarify  and  illumine  it  and  to  render  more  compre- 
hensible the  various  figures  contained  in  it.  If  there  is  any  per- 
centage computation,  or  group  of  such  computations,  which  fails 
to  accomplish  this  purpose,  it  would  be  better  to  eliminate  it 
altogether.  The  writer  has  seen  some  accounting  exhibits 
which  were  a  puzzle  in  this  respect.  It  is  to  be  hoped  that  the 
clients  understood  them,  for  most  accountants  would  not.  Such 
intricate  and  involved  computations  remind  one  of  the  saying  of 
Talleyrand,  the  great  French  diplomat,  that  speech  was  invented, 
not  for  the  purpose  of  disclosing  one's  thoughts,  but  to  conceal 
them. 

It  is  the  hope  of  the  writer  that  this  brief  article  may  help  to 
prevent  some  errors  in  the  computations  of  percentages,  or  help 
to  eliminate  from  reports  percentages  which  are  difficult  to  ex- 
plain, which  might  otherwise  creep  into  some  of  our  accounting 
statistics. 


Treasury  Stock 

BY  RAY  H.  WHITEHEAD 

Most  of  our  accepted  authorities  on  accounting  terminology 
and  procedure  have  correctly  defined  treasury  stock  in  terms 
somewhat  as  follows :  "Capital  stock  that  has  once  been  issued 
and  is  subsequently  acquired  by  the  issuing  concern  either  by 
gift,  donation  or  purchase  and  placed  in  the  treasury.  Treasury 
stock  must  not  be  confused  with  unissued  stock." 

With  few  exceptions,  most  of  our  authorities  seem  to  have 
considered  further  discussion  unnecessary.  The  few  exceptions, 
however,  have  gone  a  little  farther  and  state  that  treasury  stock 
is  an  asset  and  must  not  be  shown  on  the  balance-sheet  as  a 
deduction  from  capital  stock  as  the  net  worth  will  be  thereby 
understated.  This  discussion  is  an  attempt  at  answering  two 
very  important  questions  which  our  authorities  have  not  elabor- 
ated. 

What  kind  of  an  asset  is  treasury  stock? 

How  is  the  net  worth  understated  on  the  balance-sheet  when 
treasury  stock  is  shown  as  a  deduction  from  capital  stock? 

When  treasury  stock  is  acquired  by  gift  or  donation  there 
is  much  less  to  discuss,  as  there  must  be  an  offsetting  credit 
to  either  an  asset  or  an  account  called  donated  surplus,  and 
it  is  evident  that  the  gift  or  donation  has  been  made  on  account 
of  an  over-valuation  of  assets.  It  is  unlikely  that  the  asset  given  in 
payment  therefor  is  of  equal  value,  unless  the  donation  be 
considered  a  loan  which  is  to  be  later  repaid. 

Treasury  stock  acquired  by  purchase  is  the  subject  of  this 
discussion. 

The  assets  received  in  exchange  for  shares  of  capital  stock 
are  construed  as  a  "trust  fund  to  secure  creditors."  To  reac- 
quire  shares  of  capital  stock  by  purchase,  assets  must  be  given 
in  exchange,  and  when  this  is  done  the  original  amount  repre- 
senting the  trust  fund  has  been  reduced. 

It  is  a  common  fallacy  of  a  great  many  accountants  that  a 
concern  purchasing  its  own  shares  of  capital  stock  is  investing 
its  funds  in  its  own  stock.  Why  is  it  not  as  reasonable  to  say 
that  a  concern,  in  liquidating  its  accounts  payable,  is  investing 
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its  funds  in  accounts  payable?  This,  of  course,  is  reductio  ad 
absurdum.  In  all  probability,  the  reasoning  thus  advanced  arises 
through  the  legal  qualification  of  treasury  stock  as  a  form  of 
collateral  which  may  be  hypothecated  or  pledged  as  such  to  secure 
loans;  but  the  discerning  banker  or  other  pledgee  has  certainly 
not  considered  the  value  of  such  collateral  the  chief  factor  in 
granting  the  loan. 

While  the  lender  probably  does  not  condescend  to  take  so 
critical  a  view  of  the  real  worth  of  treasury  stock,  it  is  obvious 
that  the  funds  lent  on  this  class  of  collateral  are  in  the  same 
category  as  the  original  assets  given  in  exchange  for  shares  of 
stock. 

If  the  purchase  of  its  own  shares  of  capital  stock  by  a 
concern  reduces  the  amount  of  the  original  trust  fund,  then 
the  assets  acquired  from  the  re-sale  of  these  shares  out  of  the 
treasury  is,  in  effect,  only  replenishing  the  trust  fund. 

We  often  hear  it  argued  that  an  investment  of  the  funds 
of  a  concern  in  its  own  shares  of  stock  is  as  much  an  investment 
as  if  the  funds  had  been  invested  in  shares  of  another  concern. 
An  investment  in  shares  of  stock  of  another  concern  acquires  an 
equity  in  the  assets  of  the  issuing  concern,  plus  a  right  to  share 
in  the  earnings.  An  investment  in  shares  of  a  concern's  own 
stock  carries  neither  an  equity  in  assets  nor  a  right  to  share  in 
earnings.  Treasury  stock  does  not  draw  dividends  nor  share 
in  the  distribution  of  assets. 

Theoretically,  if  it  be  assumed  that  treasury  stock  is  an  in- 
vestment, an  investment  in  shares  of  another  concern  constitutes 
a  real  investment,  while  an  investment  in  shares  of  a  concern's 
own  stock  constitutes  a  nominal  investment. 

The  nominal  investment,  therefore,  is  simply  an  investment 
in  a  right  to  re-sell  a  certain  number  of  shares  which  have  been 
placed  in  the  treasury,  and  the  cost  of  this  investment  can  not 
be  said  to  be  the  price  paid  for  the  shares,  because  the  payment 
for  the  shares  was  only  an  exchange  of  assets  for  a  capital  liability. 
The  right  was  gratis,  and  the  value  of  this  right  is  only  determined 
by  the  value  received  when  the  shares  are  re-sold. 

A  definition  of  treasury  stock,  after  giving  effect  to  the  fore- 
going, would  be  as  follows : 

Treasury  stock :  a  term  used  to  denote  a  reduction  of  assets 
originally  placed  with  a  concern  as  a  trust  fund  to  secure  credi- 
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tors.  Its  retention  on  the  books  may  be  only  temporary ;  and  its 
appearance  on  the  books  is  indicative  of  a  right  to  restore  the 
trust  fund  in  part  or  in  whole. 

It  may  be  argued  that  the  original  assets  received  in  exchange 
for  shares  of  capital  stock  have  been  overlooked  through  merger 
with  other  assets  acquired  out  of  profits  from  operations.  This 
is  true;  but  the  fact  remains  that,  so  long  as  the  original  shares 
are  outstanding  and  owned  by  others  than  the  concern  itself, 
the  trust  fund  remains  intact.  Although  a  concern  may  accumu- 
late its  earnings  until  they  reach  an  amount  far  in  excess  of  the 
amount  represented  by  capital  stock,  the  trust  fund,  as  repre- 
sented by  capital  stock,  should,  metaphorically,  appear  in  alto- 
rilievo  from  the  heterogeneous  mass  of  assets  composing  the  trust 
fund  and  accumulated  earnings. 

The  net  worth  of  a  concern  is  the  excess  of  assets  over  liabili- 
ties. If  treasury  stock  is  included  among  the  assets  of  a  concern 
the  net  worth  will  be  thereby  overstated.  As  an  example,  we  shall 
assume  the  balance-sheet  of  the  "A"  company  to  appear  as  fol- 
lows : 

THE  "A"  COMPANY 
Assets  Liabilities  and  capital 

Cash $105,000.00     Accounts  payable $300,000.00 

Inventory 200,000.00     Capital  stock 250,000.00 

Plant 455,000.00     Surplus 210,000.00 


$760,000.00  $760,000.00 

The  "A"  company  purchases  from  M,  a  stockholder,  50 
shares  at  book  value,  viz:  $184  a  share,  giving  M  a  cheque  for 
$9,200.  The  balance-sheet  should  then  appear  as  follows: 

THE  "A"  COMPANY 
Assets  Liabilities  and  capital 

Cash $  95,800.00    Accounts  payable $300,000.00 

Inventory 200,000.00     Capital  stock. .  $250,000.00 

Plant 455,000.00     Less : 

Treas.  stock,      5,000.00    245,000.00 

Surplus 205,800.00 


$750,800.00  $750,800.00 
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The  net  worth,  as  shown  by  the  first  balance-sheet,  is $460,000.00 

and  as  shown  by  the  second  balance-sheet 450,800.00 

resulting  in  a  net  decrease  in  net  worth  of $    9,200.00 

This  is  accounted  for  as  follows : 
Reduction  of   the   original    trust   fund   by  giving   back   assets 

valued   at $    5,000.00 

and  the  distribution  of  accumulated  earnings  on  50  shares  of 

capital  stock  amounting  to 4,200.00 

$    9,200.00 

Going  on  the  theory  that  the  "A"  company  has  invested  $9,200 
in  its  own  capital  stock,  the  balance-sheet  would  then  appear: 

THE  "A"  COMPANY 

Assets  Liabilities  and  capital 

Cash   $  95,000.00    Accounts  payable $300,000.00 

Inventory  200,000.00     Capital  stock 250,000.00 

Plant 455,000.00     Surplus 210,000.00 

Treasury  stock 9,200.00 


$760,000.00  $760,000.00 

The  face  value  of  the  net  worth  as  shown  on  this  balance- 
sheet  is  the  same  as  the  net  worth  shown  on  the  first  balance-sheet, 
although  a  change  in  assets  is  apparent. 

This  last  balance-sheet  is  deceiving.  A  number  of  reasons 
may  be  advanced  as  to  why  a  deceitful  condition  prevails ;  but  the 
important  reasons  may  be  stated: 

The  total  assets  are  inflated  by  the  amount  of  treasury  stock. 

The  net  worth  is  overstated,  because  $9,200  thereof  does  not 
exist  as  an  asset  of  the  "A"  company. 

The  item,  treasury  stock,  may  represent  92  shares  at  par 
value ;  50  shares  at  book  value  or  100  shares  purchased  at  $92. 

When  showing,  on  the  balance-sheet,  ownership  of  a  concern's 
own  shares,  to  avoid  deceiving  unwary  creditors  it  is  quite  neces- 
sary to  follow  the  plan  of  the  second  balance-sheet  shown  here- 
with. It  should  be  understood  that  it  is  not  necessary  to  cancel 
stock  when  placed  in  the  treasury,  nor  is  it  necessary  to  deduct  the 
amount  from  the  capital  stock  account  on  the  books,  unless  the 
stock  has  been  duly  retired  as  provided  by  the  statutes. 

There  are  many  other  points  which  may  arise  in  an  argument 
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for  or  against  the  method  of  showing  treasury  stock  as  a  deduc- 
tion from  capital  stock,  and  it  may  be  presumed  that  there  are 
those  who  will  consider  the  stress  put  upon  the  trust  fund  a 
somewhat  copious  display  of  sophistry.  Nevertheless  the  facts  are 
before  us. 
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EDITORIAL 
What  is  a   Certified   Public   Accountant? 

One  of  the  most  recently  enacted  state  laws  providing  for  the 
certification  of  public  accountants  contains  a  clause  to  the  effect 
that  anyone  who  has  had  ten  years'  bookkeeping  experience  may 
be  eligible  to  receive  a  certificate  as  a  certified  public  accountant. 

Such  a  provision  is  no  novelty.  Many  state  laws  have  similar 
provisions  and  in  other  cases  the  question  of  who  shall  be  con- 
sidered to  have  accounting  experience  is  often  left  to  the  board 
of  examiners  or  other  authority,  which  may,  if  it  so  desires,  con- 
strue bookkeeping  as  being  accounting  in  the  sense  intended  in  the 
statute. 

When  the  earlier  C.  P.  A.  laws  were  under  discussion  there 
was,  we  believe,  a  suggestion  that  the  word  public  should  be 
omitted,  and  that  the  recipient  of  a  certificate  should  be  described 
as  a  certified  accountant.  In  opposition  to  this  proposal  it  was 
pointed  out  that  if  the  word  public  were  omitted  the  significance 
of  the  degree  or  title  would  be  lost,  as  any  person  skilled  in  ac- 
counting might  then  be  certified  as  proficient  in  that  portion  of 
accounting  which  has  to  do  with  bookkeeping.  It  was  felt  that 
any  designation  which  was  not  clearly  indicative  would  be  useless, 
and  as  a  consequence  the  word  public  was  retained,  and  has  al- 
ways been  retained,  in  the  title  granted  under  the  laws  providing 
for  the  certification  of  accountants. 

It  has  been  estimated  that  there  are  as  many  so-called  certified 
public  accountants  in  the  United  States  who  have  never  practised 
publicly  as  there  are  who  are  really  professional  practitioners. 
In  other  words,  50  per  cent  of  the  certified  public  accountants  of 
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the  country  under  this  estimate  hold  titles  concerning  which  there 
is  grave  question  as  to  their  justification. 

This  fact  has  been  brought  quite  strikingly  under  notice  by  the 
number  of  men  who  apply  to  state  boards  of  accountancy  for  ex- 
amination and  present  no  evidence  whatever  of  having  been  public 
accountants  at  any  time,  or  even  of  any!"a%tention  to  become  public 
accountants.  The  question  then  naturaffy  arises :  What  is  a  certi- 
fied public  accountant?  If  the  title  means  simply  an  accountant 
who  understands  theory  of  accounting  and  has  passed  a  technical 
examination,  it  seems  that  there  should  be  a  change  in  the  design; >.- 
tion  and  the  word  public  should  be  omitted.  It  is  a  strange 
anomaly  if  a  man  who  has  never  been  and  never  intends  to  be 
engaged  in  public  practice  can  be  granted  under  state  authority 
the  right  to  describe  himself  as  something  which  he  is  not  and 
will  not  be. 

It  has  been  asked  why  persons  not  actually  public  account- 
ants should  desire  the  C.  P.  A.  title.  To  this  the  answer  is 
obvious.  It  may  assist  the  possessor  in  his  private  work  and 
probably  lends  a  kind  of  halo  of  expertness  to  his  reputation  with 
his  employer. 

In  many  states  where  C.  P.  A.  laws  have  been  enacted  the 
persons  responsible  for  the  enactment  have  been  men  not  en- 
gaged in  accounting,  who  thought  that  the  opportunity  had  ar- 
rived to  acquire  an  official  designation  without  any  great  trouble 
beyond  the  payment  of  a  fee  and  the  application  for  certification 
under  a  waiver  clause  of  varying  amplitude.  In  some  states  there 
have  been  large  numbers  of  waiver  certificates  issued  to  book- 
keepers and  others  who  seized  the  right  to  append  initials  to  their 
names.  '  '  ':"il***BRH 

~»    , 

Many  of  these  original  waiver  certificates  have  passed  out 
of  existence  by  death  or  other  change  and  quite  a  number  of  the 
recipients  of  certificates  have  voluntarily  relinquished  them  or 
have  allowed  the  fact  that  they  are  certified  public  accountants  to 
be  forgotten. 

Possibly  it  was  inevitable,  and  even  desirable,  that  in  the 
beginning  of  the  movement  for  official  recognition  of  accountants 
the  lines  should  not  be  too  strictly  drawn.  Many  men  engaged  in 
corporation  work  and  other  private  employment  were  of  great 
assistance  in  bringing  about  recognition  of  accountancy  as  a  pro- 
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fession,  but  it  seems  to  us  that  the  time  has  passed  when  there 
can  be  any  further  purpose  in  permitting  anyone  to  describe  him- 
self as  a  public  accountant  who  is  not  one. 

There  is  only  one  C.  P.  A.  law  in  the  land  which  prohibits  the 
practice  of  accountancy  unless  the  practitioner  be  certified.  Many 
laws  specifically  state  that  nothing  contained  therein  shall  be  con- 
strued as  an  inhibition  against  the  practice  of  accountancy.  There 
is  nothing  to  prevent  anyone  skilled  or  unskilled  from  holding 
himself  out  to  the  public  as  a  professional  accountant,  and,  of 
course,  there  is  nothing  to  compel  an  accountant  employed  by  a 
corporation,  partnership  or  individual  to  be  registered  as  an  ac- 
countant. The  whole  matter  is  entirely  optional.  In  other  words, 
the  C.  P.  A.  certificate  is  supposed  to  be  a  kind  of  imprimatur  to 
which  a  man  or  woman  who  is  really  engaged  in  public  work  is 
permitted  to  aspire. 

Some  states  have  recognized  the  folly  of  permitting  every  one 
who  so  desires  to  take  an  examination,  and,  if  successful,  to  de- 
scribe himself  as  a  certified  public  accountant.  Such  states  have 
set  up  a  so-called  practice  requirement  under  which  no  applicant 
may  be  favorably  considered  who  has  not  had  two  or  three  years 
of  public  practice. 

This  is  a  step  in  the  right  direction,  but  it  is  not  sufficient. 
There  should  be  a  further  requirement  that  the  applicant  who  is 
to  describe  himself  as  a  certified  public  accountant  shall  be  actu- 
ally engaged  in  public  practice  either  on  his  own  account  or  in 
the  employ  of  another  accountant. 

To  put  the  matter  in  another  way,  we  may  say  that  no  one  but 
a  public  accountant  should  ever  be  permitted  to  describe  himself 
as  one. 

How  perfectly  ridiculous  it  seems  to  read  the  record  of  John 
Doe,  bookkeeper  for  three  years  in  Blank  &  Co.'s  shoe  store, 
certified  public  accountant.  It  makes  the  designation  absolutely 
meaningless,  for  the  intent  of  the  word  public  has  no  bearing 
whatever  on  the  case. 

There  are  at  the  present  time  forty-seven  states  in  the  union 
having  C.  P.  A.  laws.  New  Mexico  alone  has  not  enacted  legisla- 
tion of  this  character.  Some  states  have  a  fairly  rigid  practice 
requirement ;  some  have  a  merely  nominal  practice  requirement ; 
some  have  none  at  all.  On  the  time-worn  theory  that  the  strength 
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of  a  chain  is  that  of  its  weakest  link,  we  may  consider  that  the 
C.  P.  A.  certificate  as  a  whole  has  no  more  value  than  the  value 
of  a  certificate  in  a  state  with  the  most  lax  statutory  provisions. 

The  average  business  man  does  not  stop  to  inquire  from  what 
state  a  certificate  emanates ;  nor  does  he  greatly  care  whether  that 
certificate  was  received  after  an  examination  or  by  virtue  of  an 
omnibus  waiver.  The  fact  that  some  state  in  the  union  has  suffi- 
ciently esteemed  the  qualifications  of  John  Doe  to  permit  him  to 
describe  himself  as  a  certified  public  accountant  means  to  the  man 
of  business  that  John  Doe  is  probably  just  as  good  a  man  as  any 
other  person  who  is  entitled  to  describe  himself  as  a  certified 
public  accountant. 

This  comment  is  not  dictated  by  any  desire  to 'criticize  in  a 
destructive  way  the  status  of  the  certified  public  accountant.  If 
our  readers  will  stop  to  think  they  will  remember  that  the  Ameri- 
can Institute  of  Accountants  through  its  standard  examination 
has  done  more  to  strengthen  the  administration  of  the  certified 
public  accountant  laws  than  has  been  done  by  any  other  agency, 
state  or  national.  Many  of  the  so-called  weak  states  and  most 
of  the  states  generally  considered  strong  have  adopted  the  exam- 
inations of  the  institute,  and  by  that  means  the  C.  P.  A.  degree 
is  approaching  a  standard,  so  far  as  the  examinations  are  con- 
cerned. The  institute,  however,  does  not  interfere,  and  has  no 
right  to  interfere,  in  any  question  of  qualifications  of  the  candi- 
dates. In  consequence,  any  state  is  at  liberty  to  examine  and  if 
it  so  desires  to  certify  any  candidate,  provided  his  qualifications 
are  sufficient  to  meet  the  requirements  of  the  law  or  regulations 
of  the  state  concerned. 

The  purpose  of  our  criticism  is  constructive.  It  seems  to  us 
that  the  time  has  come  when  all  states  in  which  there  is  legislation 
providing  for  the  certification  of  accountants  should  so  amend 
their  laws  or  regulations  as  to  make  public  practice  a  prerequisite 
of  examination. 

If  such  reform  were  brought  about,  the  phrase  certified  public 
accountant  would  then  have  a  meaning  and  every  rightful  holder 
of  a  C.  P.  A.  certificate  would  find  himself  in  a  far  stronger  posi- 
tion than  he  can  occupy  under  the  present  conditions. 
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Seymour  Walton 

The  entire  accounting  profession  will  learn  with  profound  sor- 
row of  the  death  of  Seymour  Walton. 

In  the  course  of  his  long  association  with  the  accounting  pro- 
fession, Mr.  Walton  did  more  to  raise  the  standards  of  account- 
ing education  and  to  stimulate  the  highest  professional  ethics  than 
almost  any  other  man  of  his  time.  His  efforts  were  always  di- 
rected to  the  upbuilding  of  higher  and  higher  professional  stand- 
ards, and  he  labored  indefatigably  even  during  the  last  years  of 
his  life  when  his  health  was  rapidly  declining.  Even  on  the  day 
of  his  death  he  was  engaged  in  answering  accounting  questions 
which  had  been  brought  to  his  attention. 

THE  JOURNAL  OF  ACCOUNTANCY  suffers  an  almost  irreparable 
loss  in  Mr.  Walton's  death.  For  six  years  he  had  been  editor  of 
The  Students'  Department,  and  had  made  of  that  department  one 
of  the  most  valuable  portions  of  the  magazine.  Many  a  young 
practitioner,  and  probably  many  an  elder  one,  has  derived  help  of 
an  invaluable  kind  from  the  clear  and  correct  expositions  of  ac- 
counting theories  and  problems  made  by  Mr.  Walton  in  The 
Students'  Department.  (The  copy  for  the  July,  August  and  Sep- 
tember issues  was  prepared  by  Mr.  Walton  shortly  before  his 
death  and  his  name  will  appear  at  the  head  of  the  Students'  De- 
partment for  those  months.) 

Seymour  Walton  was  born  in  New  Orleans,  February  15, 
1846,  and  was  the  son  of  John  Stevenson  Walton.  He  was  edu- 
cated at  Williams  College.  Upon  entering  business  he  became  the 
first  cashier  of  the  Fort  Dearborn  National  bank  of  Chicago, 
which  he  had  helped  to  organize.  After  enactment  of  C.  P.  A. 
legislation  in  Illinois,  he  became  a  certified  public  accountant,  and 
was  president  of  the  Society  of  Certified  Public  Accountants  of 
Illinois.  He  was  vice-president  of  the  Marquette  club,  dean  of  the 
Walton  school  of  commerce,  professor  at  Northwestern  uni- 
versity, and  later  at  Marquette  university,  editor  of  The  Students' 
Department  of  THE  JOURNAL  OF  ACCOUNTANCY,  member  of  the 
Press  club  of  Chicago,  Sons  of  the  American  Revolution,  Found- 
ers and  Patriots'  society  and  a  member  of  the  Lake  View  Presby- 
terian church. 

Death  occurred  June  26th,  at  his  residence,  550  Surf  Street, 
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Chicago.  Mr.  Walton  is  survived  by  a  widow  and  four  children. 
In  recording  the  passing  of  this  great  friend  of  accountancy, 
THE  JOURNAL  OF  ACCOUNTANCY  takes  the  liberty  of  expressing 
for  the  entire  profession  the  deepest  sympathy  with  those  who  have 
been  bereaved. 
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EDITED  BY  STEPHEN  G.  RUSK 

Treasury  decision  3017  apparently  is  intended  to  make  the  language  more 
specific,  in  the  application  of  the  1917  excess-profits-tax  law,  in  the  classi- 
fication of  the  income  of  taxpayers  as  to  whether  or  not  the  income  was 
derived  from  the  employment  of  capital  in  the  business. 

Under  the  revenue  law  of  1918  individuals  and  partnerships  are  not  sub- 
ject to  excess-profits  tax,  and,  therefore,  this  decision  is  not  of  the  general 
interest  it  would  be  were  the  former  law  still  in  effect. 

This  decision,  of  course,  will  not  be  found  to  throw  any  additional  light 
on  the  many  moot  questions  of  whether  the  capital  employed  in  a  trade  or 
business  is  simply  nominal  or  is  essential  to  the  functioning  of  the  trade  or 
business. 

As  the  1917  law  was  the  first  within  recent  years  wherein  the  federal 
government  laid  a  tax  upon  so-called  excess  profits,  and  as  the  law  was 
complex  in  its  structure,  there  was  almost  endless  misapprehension  as  to 
the  application  of  its  various  provisions;  and  perhaps  none  caused  greater 
confusion  than  those  provisions  which  sought  to  classify  the  income  as 
between  that  derived  from  a  trade  or  business  having  no  invested  capital, 
or  not  more  than  a  nominal  capital,  and  those  in  which  invested  capital  was 
necessary. 

It  is  a  safe  guess  that  a  considerable  proportion  of  the  returns  under 
the  1917  law  were  incorrectly  made;  and  so  any  new  light  that  is  thrown  on 
the  provisions  of  that  law  should  be  of  interest  to  accountants  and  their 
clients. 

(T.  D.  3017,  May  3,  1920) 

War-exccss-profits  tax 

Amendment  of  articles  14,  15  and  16,  regulations  41,  relating  to  classification 
of  rates  according  to  trades  or  businesses 

In  order  to  remove  misapprehensions  which  have  arisen  as  to  the  mean- 
ing of  articles  14,  15  and  16,  regulations  No.  41,  these  articles  are  hereby 
amended,  in  conformity  with  the  construction  uniformly  placed  thereon  by 
the  commissioner  of  internal  revenue,  to  read  as  follows : 

ART.  14.  Classification  of  trades  or  businesses. — For  the  purposes  of  the 
excess  profits  tax  trades  or  businesses  which  are  subject  to  the  tax  shall  be 
divided  into  two  classes,  as  follows : 

A.  Trades  or  businesses  having  no  invested  capital  or  not  more  than  a 
nominal  capital,  including,  in  the  case  of  individuals,  occupations  in  which 
they  receive  salaries,  wages,  fees,  or  other  compensatons ;  and 

B.  Trades  or  businesses  having  more  than  a  nominal  capital. 

In  the  case  of  a  corporation  or  partnership,  all  the  trades  and  businesses 
in  which  it  is  engaged  shall  be  treated  as  a  single  trade  or  business  (as 
provided  in  sec.  201),  and  all  its  income  from  whatever  source  derived  shall 
be  deemed  to  be  received  from  such  trade  or  business,  and  if  in  such  trade 
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or  business,  considered  as  a  unit,  such  corporation  or  partnership  employs 
more  than  a  nominal  capital  (whether  invested,  borrowed,  or  of  any  other 
character)  it  will  not  be  entitled  to  be  assessed  under  the  provisions  of 
section  209. 

Inasmuch  as  all  the  trades  or  businesses  in  which  a  corporation  or  part- 
nership is  engaged  are  treated  as  one,  a  corporation  or  a  partnership  shall 
be  allowed  either  the  deduction  provided  for  in  section  203  or  the  deduction 
provided  for  in  section  209  (depending  on  the  character  of  its  trade  or 
business),  but  not  both. 

In  the  case  of  an  individual  each  trade  or  business  in  which  he  is  engaged, 
the  net  income  from  which  is  subject  to  the  excess  profits  tax,  shall  be  classi- 
fied as  provided  in  this  article.  Each  trade  or  business  in  class  A  shall  be 
taxed  as  provided  in  article  15,  and  each  trade  or  business  in  class  B  shall  be 
taxed  as  provided  in  article  16.  If  an  individual  is  engaged  in  two  or  more 
trades  or  businesses,  in  one  of  which  he  employs  more  than  a  nominal  capital 
(whether  invested,  borrowed,  or  of  any  other  character),  he  will  be  assessed 
under  the  provisions  of  section  209  only  as  to  those  trades  or  businesses  in 
which  he  employs  no  invested  capital  or  not  more  than  a  nominal  capital ; 
and  as  to  all  others  he  will  be  assessed  under  section  201. 

If  an  individual  has  more  than  one  business  with  invested  capital,  they 
will  all  be  regarded  as  one,  and  (under  the  provisions  of  sec.  203)  only  one 
deduction  will  be  allowed;  if  he  has  more  than  one  business  with  not  more 
than  a  nominal  capital,  they  will  be  regarded  as  one,  and  (under  the  pro- 
visions of  sec.  209)  only  one  deduction  will  be  allowed.  If  he  has  both 
kinds  of  businesses  he  will  be  regarded  as  having  two  businesses  and  there 
will  be  two  deductions,  but  not  more  than  two.  (See  arts.  35  and  36,  regula- 
tions No.  41.) 

ART.  15.  Rate  of  tax  on  trades  or  businesses  in  class  A. — The  tax  upon 
trades  or  businesses  in  class  A,  as  defined  in  article  14,  shall  be  computed  at 
the  rate  of  8  per  cent  upon  the  net  income  thereof  in  excess  of  $3,000  in  the 
case  of  a  domestic  corporation;  upon  the  net  income  thereof  in  excess  of 
$6,000  in  the  case  of  a  domestic  partnership  or  of  a  citizen  or  resident  of 
the  United  States ;  and  upon  the  net  income  thereof  without  deduction  in 
the  case  of  a  foreign  corporation  or  partnership  or  of  a  non-resident  alien 
individual. 

ART.  16.  Rate  of  tax  on  trades  or  businesses  in  class  B. — The  tax  upon 
trades  or  businesses  in  class  B,  as  defined  in  article  14,  shall,  except  as  other- 
wise provided  in  article  17,  be  computed  at  the  following  rates : 

20  per  cent  of  the  amount  of  the  net  income  in  excess  of  the  deduction 
(determined  as  provided  in  arts.  21,  23  and  24),  and  not  in  excess  of  15  per 
cent  of  the  invested  capital  for  the  taxable  year ; 

25  per  cent  of  the  amount  of  the  net  income  in  excess  of  15  per  cent  and 
not  in  excess  of  20  per  cent  of  such  capital ; 

35  per  cent  of  the  amount  of  the  net  income  in  excess  of  20  per  cent  and 
not  in  excess  of  25  per  cent  of  such  capital ; 

45  per  cent  of  the  amount  of  the  net  income  in  excess  of  25  per  cent  and 
not  in  excess  of  33  per  cent  of  such  capital ; 

-6o  per  cent  of  the  amount  of  the  net  income  in  excess  of  33  per  cent  of 
such  capital. 

(The  illustrations  given  in  par.  28  of  regulations  No.  41  remain  without 
change.) 

Treasury  decision  3018,  "concerning  interest  coupons  presented  without 
ownership  certificates,"  is  self-explanatory  and  is  interesting  to  those  having 
to  do  with  withholding  taxes  at  the  source. 
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(T.  D.  3018,  May  18,  1920) 
Income  tax 

Amending  article  368,   final  edition  of  regulations  45,  concerning  interest 
coupons  presented  without  ownership  certificates 

The  final  edition  of  regulations  45  is  amended  by  changing  article  368  to 
read  as  follows : 

ART.  368.  Interest  coupons  zvithout  ownership  certificates. — When  in- 
terest coupons  are  received  unaccompanied  by  certificates  of  ownership,  the 
first  bank  shall  require  of  the  payee  an  affidavit  showing  the  name  and  address 
of  the  payee,  the  name  and  address  of  the  debtor  corporation,  the  date  of 
the  maturity  of  the  interest,  the  name  and  address  of  the  person  from  whom 
the  coupons  were  received,  the  amount  of  the  interest,  and  a  statement  that 
the  owner  of  the  bonds  is  unknown  to  the  payee.  Such  affidavit  shall  be  for- 
warded to  the  collector  with  the  monthly  return  on  form  101.2  (revised). 
The  first  bank  receiving  such  coupons  shall  also  prepare  a  certificate  on  form 
looo  (revised),  crossing  out  "owner"  and  inserting  "payee,"  and  entering  the 
amount  of  interest  on  line  6,  and  shall  stamp  or  write  across  the  face  of  the 
certificate  "affidavit  furnished,"  adding  the  name  of  the  bank. 

The  following  treasury  decision  with  respect  to  premiums  on  business 
insurance  throws  some  additional  light  on  the  question  as  to  when  the 
proceeds  of  such  insurance  policies  become  taxable  income. 

(T.  D.  3019,  May  18,  1920) 

Income  tax 
Items  not  deductible ;  article  294,  regulations  45,  amended 

Article  294  of  regulations  No.  45  is  hereby  amended  to  read  as  follows : 
ART.  294.  Premiums  on  business  insurance. — Premiums  paid  by  a  tax- 
payer on  an  insurance  policy  on  the  life  of  an  officer,  employee,  or  other 
individual  financially  interested  in  the  taxpayer's  business,  lor  the  purpose  of 
protecting  the  taxpayer  from  loss  in  the  event  of  the  death  of  the  officer  or 
employee  insured,  are  not  deductible  from  the  taxpayer's  gross  income.  If, 
however,  the  taxpayer  is  in  no  sense  a  beneficiary  under  such  a  policy,  except 
as  he  may  derive  benefit  from  the  increased  efficiency  of  the  officer  or  em- 
ployee, premiums  so  paid  are  allowable  deductions.  (See  arts.  33  and  105 
to  108.)  In  either  case  the  proceeds  of  such  policies  paid  upon  the  death  of 
the  insured  may  be  excluded  from  gross  income  if  the  beneficiary  is  an 
individual,  but  must  be  included  in  gross  income  if  the  beneficiary  is  a  cor- 
poration. (See  sec.  213  (b)  (i)  and  arts.  72  and  541. 

The  matter  contained  in  treasury  decision  3024  is  new.  The  rules  laid 
down  in  article  1585  of  regulations  45  prescribed  the  accepted  manner  in 
which  dealers  in  securities  should  inventory  their  stock  in  trade,  but  were 
silent  on  the  subject  of  lumber  or  other  commodity  inventories. 

This  treasury  decision  is  of  interest  as  a  method  of  inventorying,  not  only 
lumber,  in  its  initial  transformation  from  the  logs,  but  also  other  natural 
resources.  It  would  seem  that  the  same  rule  would  apply  satisfactorily  to 
the  inventorying  of  coal  and  ore  of  various  kinds. 
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(T.  D.  3024,  June  2,  1920) 

Income  tax 
Inventories  of  lumber  manufacturers 

Regulations  No.  45  are  hereby  amended  by  inserting  after  article  1585 
(a)  a  paragraph  to  be  known  as  article  1585  (b),  reading  as  follows: 

ART.  1585  (b).  Inventories  of  lumber  manufacturers. — I.  Because  of 
the  impracticability  of  determining  accurately  the  costs  properly  assignable 
to  each  species,  grade  and  dimension  of  lumber  making  up  the  product  of 
the  mill,  lumber  manufacturers  may  use  as  a  basis  for  pricing  inventories 
the  average  cost  to  the  manufacturer  of  producing  the  inventoried  products 
during  the  taxable  year  for  which  the  return  of  net  income  is  made. 

2.  If  the  quantity  of  lumber  on  hand  at  the  time  of  inventory  is  greater 
than  the  total  quantity  of  lumber  produced  during  the  current  taxable  year, 
it  is  evident  that  the  excess  stock  has  been  carried  over  from  the  previous 
year's  production,  and  such  excess  shall  be  valued  at  the  average  cost  of 
production  for  the  preceding  taxable  year. 

3.  A   taxpayer  who  regularly  allocates   in  his  books  of  account   such 
average  cost  to  the  different  kinds  and  grades  of  lumber  in  proportion  to 
the  selling  value  of  such  kinds  and  grades  may,  subject  in  each  case  to  the 
approval  of  the  commissioner  upon  the  audit  of  the  return,  make  his  returns 
of  net  income  on  that  basis. 

4.  The  term   lumber   manufacturer,  as  used   in  this  article,   means   a 
person  who  manufactures   lumber   from  logs,  as  distinguished   from  a  re- 
manufacturer  of  lumber. 

The  following  recommendations  and  office  decisions  cover  a  varied  field 
of  interest  to  those  of  the  accountancy  profession  who  give  their  attention 
to  income  and  profits  tax  matters. 

Those  rulings  which  are  indicated  by  the  letters  "A.  R.  R."  represent 
recommendations  by  the  board  of  appeals  and  review  of  the  treasury  de- 
partment. 

Those  indicated  by  the  letters  "O.  D."  represent  offices  decisions  made  by 
the  department  of  internal  revenue.  These  recommendations  and  decisions 
cover  a  number  of  subjects,  among  which  are  consolidated  returns  and  the 
basis  for  determining  the  gain  or  loss  upon  the  sale  of  certain  railway  stock. 

SECTION  202— BASIS  FOR  DETERMINING  GAIN  OR  LOSS 

Section  202,  Article  1568:     Determination  of  gain  or  22-20-967 

loss  from  subsequent  sale.  A.  R.  R.  126 

Revenue  act  of  1917 

In  re  the  appeal  of  A  from  the  action  of  the  unit  in  holding  that  profit 

was  realized  by  him  upon  the  sale  of  certain  railroad  stock  which  he  owned. 

The  committee  has  had  under  consideration  the  appeal  of  A  from  a  ruling 

of  the  income-tax  unit  holding  that  profit  was  realized  by  the  taxpayer  upon 

the  sale  of  certain  railroad  stock  owned  by  him. 

The  facts  appear  to  be  that  the  taxpayer  individually  built  and  owned  a 
railroad  which  was  constructed  for  the  sole  purpose  of  carrying  the  product 
of  the  taxpayer's  mills  to  stations  on  other  roads  for  distribution.  The  state 
railroad  commission  required  the  incorporation  of  this  road,  which  was  done 
in  1914.  The  appraised  value  of  the  property  as  of  March  I,  1913,  was 
30;r  dollars,  the  cost  of  additions  between  that  date  and  the  date  of  incor- 
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poration  being  \2x  dollars,  making  a  total  of  42*  dollars.  Against  this 
amount  bonds  were  issued  to  the  amount  of  20x  dollars,  the  total  proceeds 
being  received  by  A,  reducing  his  investment  on  the  above  basis  to  22x 
dollars.  Against  this  the  commission  permitted  the  issuance  of  stock  in  the 
amount  of  30*  dollars.  The  taxpayer  now  contends  that  at  the  time  of 
incorporation  the  property  was  worth  the  30*  dollars  for  which  it  was  in- 
corporated, and  that  profit,  if  any,  was  made  in  1914  at  the  time  of  incor- 
poration, and  a  loss  suffered  when  the  stock  of  the  railroad  was  sold  in  1917 
for  2"jx  dollars. 

The  unit  has  ignored  the  possibility  of  accretion  in  value  of  these  assets 
between  March  i,  1913,  and  the  date  of  incorporation.  Whatever  accretion 
there  may  have  been  in  these  values  would  clearly,  under  the  rulings  of  the 
office,  be  taxable  profit  when  converted  into  stock  of  the  corporation,  since  the 
stock  would  be  deemed  to  be  at  least  equal  in  value  to  the  assets  behind  it. 

It  is  further  contended  by  the  taxpayer  that  under  numerous  decisions  of 
the  office  where  property  is  exchanged  for  stock  the  stock  will  be  deenird  to 
be  worth  its  par  value  in  the  absence  of  evidence  to  the  contrary.  Had  there 
been  no  appraisal  of  the  property,  the  committee  is  of  the  opinion  that  this 
position  would  have  been  well  taken,  and  that  the  burden  of  proof  would  have 
been  on  the  government  to  show  that  the  stock  was  worth  less  than  its  par 
value  had  the  taxpayer  claimed  it  to  be  of  value  equal  to  or  greater  than  par. 
However,  the  appraisal  about  that  time  appear?  to  establish  that  the  property 
turned  over  to  the  corporation  was  worth  less  than  the  par  value  of  the  stock 
received.  Undoubtedly  that  appraisal  would  have  been  recognized  by  the 
unit  in  1914  as  establishing  the  fact  that  no  profit  was  then  realized  by  the 
taxpayer  had  he  presented  such  claim  during  that  year. 

The  committee  is  therefore  of  the  opinion  that  in  the  absence  of  evidence 
conclusively  proving  that  at  the  time  the  property  was  turned  over  to  the 
corporation  in  1914  it  was  of  greater  value  than  indicated  by  the  appraisal 
as  of  March  i,  1913,  no  profit  can  be  deemed  to  have  been  made  in  1914,  and 
consequently  that  the  difference  between  the  value  of  the  stock  at  that  time 
so  determined  and  the  sale  price  of  1917  is  taxable  profit  in  the  latter  year. 

SECTION    2i3(b)— GROSS    INCOME    DEFINED:      EXCLUSIONS 

Section  213 (b),  Article  85:     Compensation  of  state  20-20-968 

officers.  O.  D.  525 

A  referee  in  drainage  is  appointed  by  the  district  judge  of  the  state 
judicial  district  in  which  the  drainage  project  is  located.  The  judge  is  vested 
with  authority  to  provide  for  the  payment  of  the  referee's  salary,  to  regulate 
his  duties,  and  to  discharge  him  at  pleasure. 

Held  that  the  referee  is  an  employee  of  a  political  subdivision  of  the  state, 
and  that  his  salary  as  such  is  not  subject  to  tax  under  the  revenue  act  of  1918. 

SECTION  2i4(a),  4,  5,  6.-DEDUCTIONS  ALLOWED:    LOSSES 

22-20-968 
O.  D.  526 

A  ring  was  lost  by  its  owner,  and  owing  to  the  circumstances  attending 
the  loss  he  is  in  doubt  as  to  whether  it  was  stolen  or  merely  misplaced  or  lost 
from  his  finger. 

Unless  he  can  establish  the  fact  that  the  ring  was  stolen  no  deduction  can 
be  allowed  on  account  of  the  loss. 

Such  a  loss  does  not  come  within  the  meaning  of  the  term  "other  casualty" 
as  used  in  section  214(3)  6  of  the  revenue  act  of  1918.  This  term  embraces 
losses  arising  through  the  action  of  natural  physical  forces  and  which  occur 
suddenly,  unexpectedly,  and  without  design  of  the  one  suffering  the  loss. 
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SECTION  214  (a)  10— DEDUCTIONS  ALLOWED:    DEPLETION 
Section    214(3),    10,    Article    220 (a)  :      Discovery —  22-20-970 

Proven   tract   or   lease — Property   disproportionate  O.  D.  527 

value.    (Also  article  220.) 

r.  In  determining  the  market  value,  for  depletion  purposes,  of  "property" 
upon  which  oil  or  gas  wells  have  been  discovered  since  March  i,  1913,  the 
"private  bounding  lines,"  mentioned  in  article  22o(a)  3,  refer  to  the  exterior 
limit  of  a  continuous  tract  held  under  lease  or  leases  or  in  iee  by  the  tax- 
payer. To  illustrate : 

The  X  company  has  leases  upon  the  S.  E.  quarter  of  the  N.  W.  quarter 
of  section  10.  The  X  company  holds  this  land  under  five  separate  leases 
from  different  fee  owners.  A  well  is  brought  in  upon  the  land,  conceded  to 
be  a  discovery  well,  subsequent  to  the  acquiring  of  the  leases  by  the  company, 
and  so  located  as  to  include  the  entire  40  acres  of  X  company  in  the  proven 
area.  The  property  to  be  valued  is  the  drill  hole,  the  surface  necessary  for 
the  drilling  and  operation  of  the  well,  the  oil  or  gas  content  of  this  particular 
sand,  zone,  or  reservoir,  in  which  the  discovery  was  made,  to  the  limits  of 
the  entire  40  acres  held  by  X  company.  If  the  "private  bounding  lines"  in 
article  22o(a)  3  were  interpreted  to  mean  the  boundaries  of  each  lease,  it 
would  enable  the  X  company  to  value  one  well  subsequently  brought  in  upon 
each  of  the  five  leases,  and  such  a  result  would  be  contrary  to  the  purpose 
of  article  220. 

2.  Wells  drilled  upon  a   proven  tract  which  has  already  been  valued 
under  the  provisions  of  section  214 (a)    10  of  the  act,  have  no  significance 
upon  the  value  previously  given  the  "property."    But  wells  brought  in  upon 
a  proven  area  still  further  extend  the  proven  area.    To  illustrate : 

The  A  company  owns  an  acreage  of  land  upon  which  a  discovery  well  is 
brought  in,  all  of  the  proven  area  being  included  in  the  acreage.  The  A 
company,  for  the  purpose  of  ascertaining  allowable  deductions  for  depletion, 
determines  the  fair  market  value  of  the  "well,"  i.  e.  (i)  the  drill  hole,  (2) 
the  surface  necessary  for  the  drilling  and  operation  of  the  well,  and  (3)  the 
oil  or  gas  content  of  the  particular  sand,  zone  or  reservoir,  in  which  the  dis- 
covery was  made  by  the  drilling,  and  from  which  the  production  is  drawn. 
The  great  increase  in  value,  of  course,  is  from  item  (3),  the  oil  or  gas  con- 
tent of  the  sand,  zone  or  reservoir.  If  the  A  company  were  allowed  to  value 
other  wells  brought  in  upon  this  proven  area,  it  would  in  fact  be  valuing  the 
same  oil  and  gas  content  of  the  sand,  zone  or  reservoir,  which  had  previously 
been  valued  and  upon  which  depletion  was  being  taken.  Such  a  result  would 
be  distinctly  contrary  to  the  theory  of  income  taxation  and  the  purpose  of 
article  220.  However,  the  bringing  in  of  other  wells  upon  this  proven  area 
still  further  extends  the  proven  area  to  the  extent  provided  in  article  220,  and 
wells  brought  in  upon  an  area  so  proven  cannot  be  revalued  unless  the  land 
was  acquired  before  proven. 

3.  If  a  well  should  be  drilled  in  the  corner  of  a  quarter  section  of  land 
owned  by  the  taxpayer,  to  be  able  to  value  the  portion  of  the  quarter  section 
not  proven  by  the  well,  it  would  be  necessary  for  other  wells  to  be  brought 
in  upon  the  area  not  proven  by  the  first  well. 

SECTION  231.— CONDITIONAL  AND  OTHER  EXEMPTIONS 

Section  231,  Article  513  :    Mutual  savings  banks.  22-20-974 

O.  D.  528 

A  savings  fund  association  has  no  capital  stock  represented  by  shares  and 
derives  its  entire  income  from  investments  of  deposits,  the  income  being 
divided  pro  rata  among  all  the  members  after  deducting  operating  expenses. 
The  members  who  are  required  to  be  depositors  elect  the  board  of  trustees 
from  their  number  and  these  trustees  in  turn  elect  officers. 
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Held   that  this  association  is  exempt  from  taxation  as  a  mutual  savings 
bank  not  having  capital  stock  represented  by  shares  as  provided  by  section 
231  (2)  of  the  revenue  act  of  1918. 
Section  231,  Article  517:     Religious,  charitable,  scien- 
tific and  educational  corporations. 

(See  22-20-971;  sec.  214(3)  11,  art.  251.)  Corporation  engaged  in  dis- 
seminating propaganda  to  encourage  labor  legislation. 

SECTION  234— DEDUCTIONS  ALLOWED:     CORPORATIONS 

Section  234,  Article  561 :    Allowable  deductions.  22-20-975 

O.  D.  529 

Payments  to  trustees  by  a  cemetery  corporation  during  the  taxable  year 
of  a  certain  percentage  of  the  proceeds  of  sales  of  cemetery  lots  set  aside 
for  a  maintenance  fund  to  be  controlled  solely  by  the  trustees  thereof  are  not 
deductible  from  the  gross  income  of  the  corporation  even  though  such  pay- 
ments are  required  by  state  law. 

SECTION   240-CONSOLIDATED   RETURNS 

Seclion   240,    Article  633:      When   corporations   are  22-20-976 

affiliated.  A-  R-  R-  I23 

Recommended  that  the  decision  of  the  income-tax  unit,  holding  that  the 
M  company  and  the  N  company  are  not  to  be  deemed  affiliated  with  the 
O  company  within  the  meaning  of  the  law,  be  sustained. 

The  committee  has  had  under  consideration  the  appeal  of  the  O  company 
from  a  ruling  of  the  income-tax  unit  to  the  effect  that  the  consolidated  return 
of  said  company  may  not  include  invested  capital  nor  income  of  the  M 
company  and  the  N  company. 

The  facts  relating  to  the  connection  of  these  two  companies  with  the 
O  company  appear  to  be  that  the  stock  of  the  N  company  is  wholly  owned 
by  persons  not  related  to  the  O  company,  and  that  the  stock  of  the  M  com- 
pany was  similarly  owned  by  outsiders  until  the  date  upon  which  it  became 
affiliated  with  the  O  company,  from  which  time  the  unit  concedes  that  the 
income  and  invested  capital  should  be  included  in  the  consolidated  return. 

The  grounds  on  which  the  O  company  urges  the  inclusion  of  these  two 
companies  in  its  consolidated  return  are  based  upon  contracts  made  with  the 
several  companies  under  which  the  M  and  N  companies  assemble  or  manu- 
facture machines  from  parts  furnished  by  the  O  company  at  cost  to  it,  or 
through  it  with  the  various  subsidiaries  and  others  with  which  it  has  con- 
tracts. Under  the  terms  of  the  contract  in  the  case  of  the  M  company  the 
O  company  is  to  be  entitled  to  60  per  cent  of  the  net  profits,  and  in  the  case 
of  the  N  company  50  per  cent  of  the  net  profits  of  the  respective  corpora- 
tions. The  returns  of  these  two  companies  were  included  in  the  consolidated 
return  of  the  O  company  for  1917. 

In  regulations  41,  covering  1917,  it  was  held  that — 

For  the  purpose  of  this  regulation  two  or  more  corporations  will  be 
deemed  to  be  affiliated  (i)  when  one  such  corporation  owns  directly  or 
controls  through  closely  affiliated  interests  or  by  a  nominee  or  nominees,  all 
or  substantially  all  of  the  stock  of  the  other  or  others,  or  when  substantially 
all  of  the  stock  of  two  or  more  corporations  is  owned  by  the  same  indi- 
vidual or  partnership,  and  both  or  all  of  such  corporations  are  engaged  in 
the  same  or  a  closely  related  business;  or  (2)  when  one  such  corporation 
(a)  buys  from  or  sells  to  another  products  or  services  at  prices  above  or 
below  the  current  market,  thus  effecting  an  artificial  distribution  of  profits, 
or  (b)  in  any  way  so  arranges  its  financial  relationship  with  another  cor- 

66 


Income-tax   Department 

poration  as  to  assign  to  it  a  disproportionate  share  of  net  income  or  invested 
capital. 

The  permission  to  consolidate  in  1917  appears  to  have  been  based  on 
the  provisions  of  paragraph  (2)  above.  It  will  be  noted  that  this  paragraph 
is  not  carried  into  section  240  of  the  1918  law,  which  holds,  in  paragraph 
(b).that— 

For  the  purpose  of  this  section  two  or  more  domestic  corporations  shall 
be  deemed  to  be  affiliated  (i)  if  one  corporation  owns  directly  or  controls 
through  closely  affiliated  interests  or  by  a  nominee  or  nominees  substan- 
tially all  the  stock  of  the  other  or  others,  or  (2)  if  substantially  all  the 
stock  of  two  or  more  corporations  is  owned  or  controlled  by  the  same 
interests. 

Thus  it  will  be  seen  that  under  the  1918  law,  in  order  that  corporations 
may  be  deemed  to  be  affiliated  there  must  be  an  ownership  or  control  by  one 
corporation,  such  as  contemplated  by  the  statute,  of  substantially  all  of  the 
stock  of  one  or  more  other  corporations,  or  substantially  all  of  the  stock  of 
two  or  more  corporations  must  be  owned  or  controlled  by  the  same  interests. 
It  is  believed  that  it  was  not  the  purpose  of  the  1918  act  to  class  corpora- 
tions as  affiliated  merely  because  of  the  commercial  or  financial  relations 
existing  between  them  when  there  was  no  stock  ownership  or  stock  control 
of  the  character  and  extent  prescribed  by  the  statute. 

Since  the  element  of  stock  ownership  or  stock  control  is  not  sufficiently 
established  by  the  facts  presented  in  this  case  the  committee  reaches  the 
conclusion  that  the  decision  of  the  unit  that  the  M  company  and  the  N 
company  are  not  to  be  deemed  affiliated  with  the  O  company  within  the 
meaning  of  the  law  is  correct,  and  recommends  that  its  action  be  sustained. 

SECTION  250— PAYMENT  OF  TAXES 

Section   250,   Article   1004 :     Penalty   for    failure  to 
file  return. 

(See  22-20-977 ;  sec.  253,  art.  1041.)  Penalties  not  asserted  in  case  of 
delinquent  returns  for  1914  filed  after  expiration  of  three-year  period  of 
limitation. 

SECTION  253— PENALTIES 

Section  253,  Article  1041 :     Specific  penalties.     (Also  22-20-977 

section  250,  article  1004.)  O.  D.  530 

ACT  OF  1913 

Where  delinquent  individual  returns  for  the  taxable  year  1914  have  been 
filed  after  the  expiration  of  the  three-year  period  of  limitation,  specific  and 
ad  valorem  penalties  will  not  be  asserted.  If  the  taxpayers  signed  the 
delinquent  returns  it  will  not  be  necessary  to  secure  waivers  for  the  purpose 
of  assessing  the  taxes. 

SECTION  257— RETURNS  TO  BE  PUBLIC  RECORDS 

Section  257,  Article  1091 :    Inspection  of  returns.  22-20  978 

O.  D.  531 

In  accordance  with  section  257  of  the  revenue  act  of  1918  lists  containing 
the  names  and  postoffice  addresses  of  individuals  making  income-tax  returns 
to  collectors  are  posted  for  public  inspection  in  the  public  corridors  of  col- 
lectors' offices  and  postoffices.  Persons  will  not  be  allowed  to  enter  the 
workrooms  of  collectors'  offices  either  outside  or  during  office  hours  for 
the  purpose  of  making  copies  of  such  lists. 
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SECTION  301— IMPOSITION  OF  TAX 

Section  301,   Article  714:     Computation  of  tax  on  22-20-979 

income  from  government  contracts.  O.  D.  532 

In  1919  a  corporation  derived  a  profit  in  excess  of  $10,000  from  govern- 
ment contracts,  but  sustained  a  net  loss  on  other  operations.  Held  that  i 
may  deduct  the  amount  of  such  loss  in  ascertaining  its  net  income  subject 
to  tax.  If  the  amount  of  the  excess-profits  credits  exceeds  the  company's 
total  net  income  from  all  sources  for  1919  no  tax  will  be  imposed  upon  the 
portion  of  its  net  income  for  that  year  which  was  derived  from  government 
contracts. 

Since  the  company's  net  income  included  an  item  of  net  profit  from  gov- 
ernment contracts  in  excess  of  $10,000,  it  will  be  required  to  supply  fully  all 
of  the  data  called  for  by  the  supporting  schedules  of  form  H28-S. 


Missouri  Society  of  Certified  Public  Accountants 

The  annual  meeting  of  the  Missouri  Society  of  Certified  Public  Ac- 
countants was  held  in  St.  Louis,  June  11,  1920.  The  following  officers  were 
elected  for  the  ensuing  year :  President,  Edward  Fraser,  Kansas  City ; 
first  vice-president,  Victor  Stempf,  St.  Louis;  second  vice-president,  A.  G. 
Saxer,  St.  Louis;  secretary,  F.  A.  Wright,  Kansas  City;  treasurer,  E.  H. 
Wagner,  St.  Louis ;  directors,  F.  A.  Smith,  Kansas  City ;  F.  C.  Belser, 
St.  Louis;  F.  H.  O'Connell,  St.  Louis. 

There  were  thirty  members  of  the  society  in  attendance  at  the  business 
meeting  and  about  forty  present  at  the  banquet  held  in  the  evening  at  the 
Glen  Echo  country  club.  At  the  morning  meeting  F.  A.  Thornton,  of  St. 
Louis  university,  spoke  on  the  "Economic  Trend  of  the  Day." 


Delaware  Society  of  Certified  Public  Accountants 

At  the  annual  meeting  of  the  Delaware  Society  of  Certified  Public  Ac- 
countants, June  8,  1920,  the  following  officers  were  elected :  President, 
Will-A.  Clader;  vice-president,  William  H.  Van  Hekle;  secretary,  Clifford 
E.  Iszard;  treasurer,  Peter  T.  Wright  All  the  officers  and  T.  Whitney 
Iszard  were  elected  members  of  the  executive  committee. 


Society  of  Incorporated  Accountants  and  Auditors 

The  council  of  the  British  Society  of  Incorporated  Accountants  and 
Auditors  has  unanimously  elected  William  Claridge  president  and  George 
Stanhope  Pitt  vice-president  of  the  society  for  the  ensuing  year. 


Marwick,  Mitchell  &  Co.  announce  the  opening  of  offices  in  the  Kenyon 
building,  Louisville,  Kentucky,  under  the  management  of  R.  W.  Barton, 
and  in  the  Kennedy  building,  Tulsa,  Oklahoma,  under  the  management  of 
W.  G.  Haitch. 


Richter  &  Co.  announce  the  opening  of  offices  in  Farmers  Bank  building, 
Pittsburgh,  Pennsylvania. 
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EDITED  BY  SEYMOUR  WALTON 
(ASSISTED  BY  H.  A.  FINNEY) 

AMERICAN  INSTITUTE  EXAMINATION,  MAY,  1920 
In  regard  to  the  following  attempt  to  present  the  correct  answers  to  the 
questions  asked  in  the  examination  held  by  the  American  Institute  of  Ac- 
countants in  May,  1920,  the  reader  is  cautioned  against  accepting  the  answers 
as  official.  They  have  not  been  seen  by  the  examiners — still  less  endorsed 
by  them. 

AUDITING 

Answer  any  ten  of  the  following  questions : 
Question  No,  i: 

In  auditing  the  accounts  of  a  co-partnership  you  find  that  the  real  estate 
account  includes  two  pieces  of  property,  the  titles  to  which  stand  in  the  names 
of  individual  partners.  What  position  would  you  take  in  regard  to  such 
items  ? 

Answer  to  Question  No.  i: 

I  would  not  certify  any  balance-sheet  unless  all  the  assets  were  under 
the  full  control  of  the  firm  and  not  subject  to  the  will  of  any  indi- 
vidual partner,  as  is  the  case  here.  I  would  require  that  the  condition  be 
corrected. 

A  partnership  is  not  a  legal  entity  and  cannot  hold  legal  title  to  real 
estate ;  it  can  have  equitable  title,  the  legal  title  usually  being  held  by  one 
or  more  partners  in  trust  for  the  partnership. 

This  equitable  title  may  be  shown  by  the  articles  of  partnership  if  they 
recite  the  fact  that  the  individuals  hold  title  in  trust  for  the  firm,  but  the 
rights  of  the  partnership  should  be  safeguarded  against  a  purchaser  to  whom 
the  individual  legal  owner  may  attempt  to  give  title.  If  the  partnership 
were  occupying  the  property  or  exercising  ownership  over  it,  a  prospective 
purchaser  would  be  charged  with  notice  of  this  fact,  and  he  would  take  title 
subject  to  the  rights  of  the  partnership. 

A  sale  in  such  circumstances  by  the  individual  holding  title  would  in- 
volve the  partnership  in  a  legal  controversy,  and  it  would  be  advisable  for 
the  partnership  to  obtain  from  the  individual  a  statement  that  he  is  holding 
the  property  in  trust,  and  have  this  statement  recorded. 

The  highest  form  of  protection  would  be  obtained  by  having  the  indi- 
vidual owner  quit-claim  the  undivided  interests  to  the  other  partners. 
Question  No.  2: 

You  have  been  retained  by  a  manufacturing  company  as  a  consulting 
accountant,  and  are  requested  to  advise  the  officers  what  steps  to  take  in 
order  to  determine  the  cause  of  an  apparent  deficiency  in  the  inventory  of 
factory  material  and  work  in  process.  How  would  you  proceed  to  inform 
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yourself  of  the  circumstances  and  what  would  you  suggest  as  a  possible 
remedy  ? 

Answer  to  Question  No.  2: 

If  only  a  physical  inventory  is  taken  it  is  difficult  to  see  how  a  deficiency 
would  become  apparent,  and  it  is  therefore  assumed  that  the  question  means 
that  a  perpetual  inventory  is  maintained,  and  that  the  physical  inventory 
shows  less  material  and  goods  in  process  than  the  running  inventory.  The 
possible  causes  and  sources  of  information  are: 

1.  Over-issues.     More  goods  may  have  been  issued  than  were  required 
for  the  factory  orders.    A  number  of  filled  requisitions  should  be  examined 
and  checked  back  to  the  factory  orders  to  see  if  the  amount  of  goods  called 
for  on  the  requisitions  is  greater  than  that  which  would  actually  be  required 
on  the  factory  orders.    It  might  be  possible  that  the  storekeeper  had  issued 
more  goods  than  the  requisitions  required — this  would  be  very  difficult  to 
ascertain,  but  it  might  be  worth  while  to  make  inquiry  of  the  foremen  and 
superintendent. 

2.  Short  receipts.    It  would  be  desirable  to  check  back  some  invoices 
to  the  stores  ledger  to  see  whether  more  goods  were  charged  into  the  stock 
records  than  were  actually  received.     It  is  possible  that  some  information 
might  be  obtained  by  questioning  the  receiving  clerk  and  the  stores  clerk. 

3.  Clerical   errors.    A  comprehensive  check  of   receiving  reports  and 
requisitions  against  the  stores  ledger  should  be  made,  as  well  as  checking 
the  computation  of  the  balances. 

4.  Thievery.    The  system  of  stores  controls  should  be  investigated  to 
see  whether  anyone  besides  the  storekeeper  has  access  to  the  stock.    There 
should  be  no  laxness  in  giving  out  extra  material  on  the  claim  that  the 
original  issued  was  spoiled,  unless  the  request   for  additional   material   is 
supported  by  a  requisition. 

By  way  of  remedy,  an  adequate  system  safeguarding  issues  and  receipts 
should  be  inaugurated.  When  goods  are  received,  the  receiving  clerk  should 
be  provided  with  a  receiving  report  which  does  not  show  the  quantities 
ordered;  on  this  report  he  should  enter  the  quantities  which  he  actually 
receives,  and  this  report,  after  having  been  compared  with  the  invoice  and 
purchase  orders,  should  be  made  the  basis  of  the  charge  in  the  stores  ledger. 
No  stores  should  be  issued  except  upon  written  requisition  signed  by  some 
responsible  officer  in  the  factory.  To  detect  clerical  errors  a  controlling 
account  should  be  kept  on  the  general  ledger,  charged  with  all  receipts  and 
credited  with  all  issues,  so  that  the  balance  would  represent  the  sum  of  the 
balances  of  the  stores  ledger.  The  work  of  the  stores  ledger  keeper  and  the 
general  ledger  keeper  would  thus  serve  as  a  check  against  each  other. 
Thievery  would  become  difficult  if  no  one  except  the  storekeeper  had  access 
to  the  stores  and  if  requisitions  for  material  were  not  valid  unless  signed 
by  a  responsible  officer.  Test  inventories  of  various  portions  of  the  stock 
should  be  made  frequently  throughout  the  year,  so  that  any  discrepancies 
will  be  found  at  once.  These  test  inventories  should  be  arranged  so  that 
the  entire  stock  will  be  covered  at  least  twice  a  year. 
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Of  course  there  is  a  possibility  that  the  physical  inventory  itself  may  be 
wrong,  but  the  periodical  part  inventories  taken  throughout  the  year  should 
be  re-checked  if  discrepancies  appear. 

As  to  work  in  process  a  physical  inventory  would  be  difficult  to  value, 
and  the  only  accurate  basis  for  the  inventory  lies  in  the  production  orders 
of  unfinished  goods.  Tests  should  be  made  to  see  that  they  are  supported  by 
material  requisitions  and  labor  reports  and  that  the  rate  of  overhead  is 
correct.  An  inspection  of  the  factory  should  be  made  to  see  that  there 
actually  are  jobs  in  process  corresponding  to  the  production  orders.  It  is 
possible  that  a  workman  may  spoil  material  and  throw  it  away  without 
reporting  it.  If  new  material  is  requisitioned  and  charged  to  work  in 
process  the  inventory  will  be  inflated.  But  with  a  proper  system  of  requisi- 
tions, a  reason  for  issuing  new  material  would  be  shown  and  the  cost  of 
the  spoiled  work  would  be  credited  to  the  goods  in  process. 

Question  No.  3: 

Give  some  reasons  why  the  professional  auditor  should,  under  present- 
day  conditions,  give  even  more  attention  than  in  the  past  to  (a)  inventories, 
(b)  insurance  carried,  (c)  bank  balances  in  foreign  countries. 

Answer  to  Question  No.  3: 

(a)  Inventories  should  be  scrutinized  with  especial  care  because  of  the 
phenomenal   conditions   in   regard  to  prices.     Many   things   have   risen    so 
much  in  market  value  that  the  temptation  is  strong  to  inventory  at  much 
more  than  cost  things  which  were  bought  some  time  ago  at  what  now  seem 
very  low  prices.     There  is  no  certainty  that  the  present  high  prices  will 
continue;  on  the  contrary  the  indications  in  many  lines  are  that  a  decided 
drop  in  prices  may  soon  take  place. 

(b)  Although  the  increase  in  market  prices  over  cost  must  not  be  re- 
flected in  the  inventory  valuations,  it  must  be  considered  in  the  insurance 
carried.     Insurance  is  based  on  replacement  value,  regardless  of  cost,  so 
that  goods  may  be  insured  for  much  more  than  the  value  placed  on  them  in 
the  inventory. 

(c)  Rates  of  exchange  on  foreign  countries  are  now  so  abnormal  that 
no  dependence  can  be  placed  on  them.     Large  balances  might  almost  be 
looked  upon  with  suspicion,  and  perhaps  a  reserve  might  be  set  up  against 
them,  although  at  present  it  looks  as  if  foreign  balances  would  increase 
rather  than  decrease  in  value. 

Question  No.  4: 

The  machinery  used  by  a  firm  has  been  purchased  on  the  instalment  plan, 
with  monthly  payments,  and  under  the  stipulation  that  title  shall  not  pass 
until  the  last  payment  has  been  made.  At  the  close  of  the  year  there  are 
several  payments  yet  to  be  made.  The  firm  also  pays  a  royalty  on  the  out- 
put of  some  of  the  machines  secured  on  this  plan.  How  should  the  ac- 
countant in  the  annual  statement  deal  with  (a)  the  machinery,  (b)  the  in- 
stalments paid,  (c)  the  royalties? 

Answer  to  Question  No.  4: 

The  balance-sheet  should  show  the  contract  cost  of  the  machinery,  the 

71 


The    Journal    of   Accountancy 

unpaid  instalments,  the  depreciation  reserve  and  any  accrued  or  deferred 
interest. 

If  the  contract  called  for  the  payment  of  periodical  instalments  and 
also  for  interest  on  the  unpaid  balance  of  the  contract,  there  might  be 
accrued  interest  to  be  shown  as  a  liability.  In  this  case  the  condition  would 
be  shown  thus : 

Fixed  assets: 

Machinery  under  purchase  contract.  ...     $  Contract  price 
Less  depreciation $ 


Carrying  value $ 

Less  liability  under  contract : 

Vendor — machinery  purchase  contr't.  $  Unpaid  instalments 

Accrued  interest   .  $                                 $ 


Carrying  value  of  equity. 


The  unpaid  instalments  and  the  accrued  interest  are  both  deducted  from 
the  carrying  value  of  the  asset,  because  they  are  both  secured  by  the 
property. 

When  the  machinery  is  quoted  at  a  cash  price  and  also  at  a  larger  in- 
stalment price,  the  difference  between  the  prices  is,  so  far  as  the  vendee 
is  concerned,  interest  paid  for  the  instalment  privilege.  The  entry,  when 
making  the  contract,  should  be  : 

Machinery  under  purchase  contract Cash  price 

Deferred  interest — machinery  contract...     Difference 
Vendor — machinery  purchase  contract. .  Instalment  price 

Each  month,  when  a  payment  is  made,  the  vendor  account  would  be 
charged  with  the  total  payment,  and  a  portion  of  the  interest,  computed  by 
the  bonds-outstanding  method,  would  be  charged  to  interest  and  credited  to 
deferred  interest — machinery  contract.  Under  such  conditions  the  balance- 
sheet  would  show : 

Fixed  assets: 

Machinery  under  purchase  contract ....     $  Cash  price 
Less  depreciation $ 


Carrying  value $ 

Less  liability  under  contract: 

Vendor — machinery  purchase  contr't .  $  Unpaid  instalments 

Less  liability  for  deferred  interest $                                 $ 


Carrying  value  of  equity $ 

There  might  also  be  accrued  royalties,  in  which  case  they  should  be 
shown  as  an  accrued  current  item  on  the  liability  side  of  the  balance-sheet. 
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The  cost  of  the  asset  is  shown  as  machinery  under  purchase  contract,  be- 
cause this  property  should  not  be  charged  to  the  regular  machinery  account 
until  title  is  acquired.  The  special  terminology,  vendor — machinery  purchase 
contract,  is  used  to  distinguish  this  liability  from  those  due  to  trade  creditors. 
The  profit  and  loss  statement  should  show  the  depreciation  on  the 
machinery,  the  interest  on  the  deferred  instalments  and  the  royalty.  The 
depreciation  should  be  based  on  the  total  cost  of  the  machinery  and  not  on 
the  equity,  and  it  should  be  shown  as  a  manufacturing  expense.  The  interest 
should  be  shown  as  a  financial  expense.  If  output,  as  used  in  the  question, 
means  quantity  manufactured,  the  royalty  is  paid  for  the  right  to  use  the 
machinery  in  manufacturing,  and  it  should  be  shown  as  a  manufacturing 
expense.  If  output  means  quantity  sold,  the  royalty  is  not  incurred  by  manu- 
facture but  by  sale,  and  it  should  be  shown  as  a  selling  expense. 

Question  No.  5: 

Discuss  the  principles  under  which  the  calculation  of  charges  in  a  mining 
company  should  be  made,  covering  (a)  depreciation  of  plant  and  equipment, 
(b)  amortization  of  development  expenses. 

Answer  to  Question  No.  5: 

Theoretically  the  depreciation  of  mine  plant  and  equipment  and  the 
amortization  of  development  expense  should  be  based  on  the  total  cost  less 
the  estimated  salvage.  For  income-tax  purposes  this  is  subject  to  the  modi- 
fication that  the  total  charge  may  be  "based  (a)  upon  cost,  if  acquired  after 
February  28,  1913,  or  (b)  upon  the  fair  market  value  as  of  March  i,  1913, 
if  acquired  prior  thereto,  or  (c)  upon  the  fair  market  value  within  thirty 
days  after  the  date  of  discovery  in  the  case  of  mines  *  *  *  *  discovered 
by  the  taxpayer  after  February  28,  1913,  where  the  fair  market  value  is 
materially  disproportionate  to  the  cost." 

The  annual  charges  for  depreciation  may  be  based  on  depletion  of  the 
ore  body  or  on  the  estimated  life  of  the  plant  and  equipment,  regardless  of 
the  depletion  of  the  ore  body.  The  development  expenses  should  be 
amortized  on  the  basis  of  depletion. 

Question  No.  6: 

You  have  been  called  to  audit  the  books  of  a  furniture  company  which 
sells  on  the  instalment  plan.  The  books  have  been  closed  when  you  reach 
the  office,  and  you  are  handed  a  completed  profit  and  loss  account  and 
balance-sheet.  The  company  has  been  in  business  one  year  only. 

On  investigation  you  find  that  all  instalment  sales  are  credited  to  an 
account  designated  "instalment  sales."  A  controlling  account  and  subledger 
are  kept  for  the  instalment  customers. 

You  find  that  the  total  of  the  instalment  sales  has  been  credited  to  in- 
stalment sales  account,  which  has  been  closed  into  profit  and  loss. 

All  accounts,  instalment  and  otherwise,  that  were  known  to  be  uncol- 
lectible have  been  charged  off.  There  are  no  reserves  against  balances  due 
from  customers  on  the  books. 

What  criticisms  or  corrections  have  you  to  suggest  as  to  the  correctness 
or  otherwise  of  the  balance-sheet  and  profit  and  loss  statement  handed  to 
you? 
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Answer  to  Question  No.  6: 

Theoretically  the  year  just  closed  should  receive  credit  for  the  profit  on 
all  of  its  instalment  sales,  with  deductions  for  ascertained  bad  debts  written 
off,  for  estimated  future  loss  on  accounts  receivable,  and  for  collection 
expense  to  be  incurred  in  future  years  in  collecting  accounts  put  on  the  books 
during  the  past  year.  This  would  necessitate  setting  up  two  reserves :  one 
for  bad  debts  and  another  for  collection  expense. 

From  a  practical  standpoint  the  setting  up  of  proper  reserves  would  be 
very  difficult,  particularly  in  the  case  of  a  business  which  had  been  in 
operation  only  one  year,  as  there  are  no  experience  figures  on  which  to  base 
the  estimates.  Therefore,  it  would  probably  be  desirable  to  take  up  the 
profits  in  accordance  with  the  method  sanctioned  by  the  income-tax  regula- 
tions, by  taking  "that  proportion  of  the  total  payments  received  in  the  tax- 
able year  from  instalment  sales  which  the  gross  profit  to  be  realized  on  the 
instalment  sales  made  during  the  taxable  year  bears  to  the  gross  contract 
price  of  all  such  sales."  In  addition,  the  profits  should  include  the  collec- 
tions made  on  accounts  which  proved  worthless  and  were  written  off,  with 
a  deduction  of  the  loss  on  or  damage  to  recovered  property. 

If  this  plan  is  adopted  a  credit  balance  will  be  carried  forward  from  the 
sales  account,  serving  as  a  reserve  against  the  accounts  receivable,  and  the 
profit  and  loss  statement  wiH  show  profits  reduced  by  the  proportion  of  the 
gross  profit  applicable  to  uncollected  instalment  accounts  receivable. 
Question  No.  7: 

You  find  the  following  certificate  appended  to  a  balance-sheet : 

"May  15,  1920.  The  foregoing  balance-sheet  is  in  accordance  with  the 
books  of  the  A.  B.  C.  Co. 

"(Signed)   JOHN  SMITH,  auditor." 

State  what,  in  your  opinion,  are  the  limitations,  if  any,  of  such  a  certifica- 
tion.    Assuming  you  were  afforded  all  reasonable  facilities  for  the  conduct 
of  an  audit  of  the  company,  is  it  such  a  certificate  as  you  would  use?    State 
definitely  how  you  would  amplify  it. 
Answer  to  Question  No.  7: 

This  is  not  at  all  satisfactory,  as  the  books,  while  mechanically  correct, 
may  not  contain  all  the  information  that  is  obtainable,  or  may  contain  that 
information  in  a  shape  that  is  misleading.  It  is  the  duty  of  the  auditor  to 
obtain  all  the  information  that  is  possible  in  regard  to  the  course  and  the 
condition  of  the  business,  and  to  make  up  his  own  exhibits,  embodying  that 
information.  In  his  report  he  may  show  the  profit  and  loss  and  the  balance- 
sheet,  as  shown  by  the  books,  and  follow  them  with  similar  tables,  -"as 
prepared  by  the  accountant."  He  should  add  tables  explaining  the  dis- 
crepancies between  the  exhibits  he  has  prepared  and  those  taken  from  the 
books,  so  as  to  justify  his  own  figures,  and  also  to  serve  as  guides  for 
those  who  may  come  after  him.  The  most  prolific  source  of  difference  will 
usually  be  the  inclusion  of  items  in  the  current  year's  operations  that  really 
belong  to  the  previous  or  the  subsequent  year,  or  the  omission  of  items  that 
belong  in  the  current  year,  although  they  may  have  appeared  on  the  books 
before  or  after  it. 
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I  would  not  amplify  it  at  all,  unless  the  books  themselves  were  abso- 
lutely correct,  both  as  to  contents  and  methods,  in  which  case  I  would  add 
"which  have  been  thoroughly  audited  by  me  and  found  to  be  correct  in  every 
particular."  Otherwise  I  would  prepare  my  own  statements  and  make  my 
certificate  with  the  facts  as  I  found  them. 

Question  No.  8: 

The  charter  of  a  corporation  which  you  are  auditing  contains  a  pro- 
vision for  the  payment  of  an  amount  equal  to. 3  per  cent  of  the  preferred 
capital  stock,  originally  issued,  into  a  sinking  fund.  This  fund,  it  is  directed, 
is  to  be  utilized  in  purchase  of  stock,  at  not  exceeding  10  per  cent  premium, 
and  its  cancellation  and  retiral.  State  in  full  detail  how  you  would  reflect 
transactions  under  this  provision  in  your  balance-sheet.  Give  illustrations 
(a)  assuming  stock  acquired  at  a  discount  of  10  per  cent  and  (b)  assuming 
stock  acquired  at  a  premium  of  10  per  cent. 

Ansiver  to  Question  No.  8: 

When  the  contributions  are  made  to  the  fund,  a  debit  should  be  made  to 
sinking  fund  for  preferred  stock  retiral  and  a  credit  to  cash.  A  true  sinking 
fund  should  accumulate  at  compound  interest  for  the  purpose  of  paying 
off  a  positive  liability  at  its  maturity.  As  preferred  stock  has  no  maturity, 
it  might  be  better  to  call  the  fund  a  preferred  stock  redemption  fund ;  how- 
ever, as  the  meaning  is  clear,  the  terminology  of  the  charter  is  used. 

If  stock  is  acquired  at  a  discount  of  10  per  cent  the  entry  would  be : 

Capital  stock  preferred Par 

Surplus   10%  of  par 

Sinking  fund  for  preferred  stock  retiral 90% 

The  charge  is  made  to  the  capital  stock  account  instead  of  to  treasury 
stock,  because  the  stock  is  to  be  cancelled  and  retired.  It  might  be  neces- 
sary to  carry  it  as  treasury  stock  until  permission  was  received  from  the 
state  to  reduce  the  authorized  issue ;  but  if  the  charter  calls  for  the  retiral 
of  the  stock  it  would  seem  to  imply  the  sanctioning  of  its  retirement. 

If  the  stock  were  to  be  held  in  the  treasury  instead  of  cancelled,  the 
credit  of  10  per  cent  would  be  made  to  contingent  profit  on  stock  instead  of 
to  surplus,  pending  the  realization  of  the  profit  by  resale.  But  when  the 
stock  is  to  be  cancelled  there  is  no  contingency:  the  transaction  results  in 
an  immediate  increase  in  the  capital  interest  of  the  other  stockholders. 

If  stock  is  acquired  at  10  per  cent  premium,  the  entry  would  be: 

Capital  stock  preferred Par 

Surplus   10%  of  par 

Sinking  fund  for  preferred  stock  retiral. .  no%  of  par 

The  fund  would  be  shown  on  the  asset  side  under  the  heading  of  invest- 
ments. The  preferred  stock  would  be  shown  at  the  net  amount  outstanding. 
There  would  be  no  necessity  for  a  reserve. 

Question  No.  9: 

In  auditing  department  store  A,  you  find  that  cash  discounts  on  pur- 
chases are  regularly  deducted  from  invoices  when  they  are  entered  in  the 
books,  while  in  store  B  the  invoices  are  entered  in  full  and  the  discounts  are 
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credited  to  a  discount  account  as  and  when  received.  Discuss  the  relative 
advantages  and  disadvantages  of  the  two  methods,  and  state  what  variations, 
if  any,  would  occur  in  the  valuing  of  inventories  under  the  two  methods. 

Answer  to  Question  No.  p: 

The  question  says  that  the  cash  discounts  are  deducted  from  the  invoices 
when  they  are  entered  in  the  books.  This  may  mean  that 

(A)  They  are  deducted  from  the  invoice  and  that  purchases  will  be 
charged  and  accounts  payable  credited  net.     If  this  is  the  case,  there  is  no 
record  of  the  amount  of  discounts  earned.     Therefore  the  concern  cannot 
choose  to  treat  the  discounts  as  a  financial  earning,  but  is  compelled  to  treat 
them  as  a  deduction  from  the  cost  of  purchases. 

(B)  They  are  deducted  only  from  the  credit  to  accounts  payable,  pur- 
chases being  charged  gross,  the  offsetting  credits  being  made  to  accounts  pay- 
able and  purchase  discount.     This  gives  a   record  of  the  total  discounts 
available,  and  the  concern  still  has  a  choice  of  treating  the  discount  as  a 
financial  earning  or  a  deduction  from  cost.    When  a  bill  is  paid  too  late  to 
get  the  discount,  discounts  lost  should  be  charged.     A  decided  advantage  is 
thus  gained,  as  the  purchase  discount  account  shows  the  possible  saving,  the 
discounts  lost  shows  the  amount  forfeited,  and  the  difference  between  the 
two  accounts  shows  the  net  amount  taken.     Of  course  an  adjustment  must 
be  made  at  the  time  of  closing  the  books  for  entered  discounts  on  unpaid 
bills. 

(C)  The  discounts  are  not  entered  until  the  bills  are  paid.     In  that 
event  the  books  show  the  full  liability  on  accounts  payable,  but  the  available 
discounts,  the  discounts  lost  and  the  net  amount  taken  are  not  shown. 

As  to  the  valuation  of  the  inventory,  in  case  (A)  the  concern  is  obliged 
to  treat  the  discount  as  a  deduction  from  purchases,  and  it  should  also  value 
the  inventory  net.  In  cases  (B)  and  (C)  it  may  choose.  If  it  treats  the 
discount  as  a  deduction  from  cost,  it  should  value  the  inventory  net.  If  it 
treats  the  discount  as  a  financial  earning  it  should  value  the  inventory  gross. 
Any  other  treatment  would  have  a  marked  effect  on  the  showing  of  net 
profits,  particularly  if  any  considerable  portion  of  the  purchases  remained 
in  the  inventory. 

By  way  of  illustration  let  us  assume  that  during  the  first  year  of  the  life 
of  a  concern  its  purchases  amounted  to  $100,000,  it  took  $2,000  cash  discount 
on  these  purchases  and  it  sold  half  of  these  goods  for  $75,000.  Assuming 
that  this  concern  treats  the  cash  discount  as  a  deduction  from  the  purchases, 
the  following  incomplete  profit  and  loss  statements  show  the  result  of  a 
consistent  treatment  and  an  inconsistent  treatment  of  the  cash  discount. 

Consistent  treatment  Inconsistent  treatment 

Sales $75,000.00        $75,000.00 

Deduct  cost  of  goods  sold : 

Purchases — gross  cost . .  $100,000.00      $100,000.00       

Less  cash  discounts. . . .        2,000.00       2,000.00       


Net  cost  of  purcha's .     $98,000.00       $98,000.00 
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Consistent  treatment     Inconsistent  treatment 


Less   inventory    ( 
purchases) 


of 


49,000,00 


50,000.00 


Cost  of  sales. 


49,000.00 


Gross  profit $26,000.00 


48,000.00 
$27,000.00 


Since  this  concern  considers  that  the  discount  reduces  the  cost  of  the 
purchases,  it  is  not  justified  in  considering  that  it  has  earned  the  entire  $2,000 
of  cash  discount  until  it  has  sold  all  the  goods.  For  this  reason  it  can  con- 
sistently show  a  gross  profit  of  only  $26,000. 

On  the  other  hand,  assuming  that  the  concern  treats  the  cash  discount  as 
a  financial  earning,  it  is  entitled  to  show  that  it  has  sold  goods  costing 
$50,000  and  made  a  gross  profit  thereon  of  $25,000,  in  addition  to  which  it 
has  made  a  financial  earning  of  $2,000.  The  inconsistent  treatment  deprives 
it  of  $1,000  of  profit  which  it  might  legitimately  show. 

Consistent  treatment  Inconsistent  treatment 

Sales $75,000.00        $75,000.00 

Deduct  cost  of  goods  sold : 

Purchases   $100,000.00       $100,000.00       

Less  inventory 50,000.00       49,000.00       


Cost  of  sales 50,000.00 


Gross  profit $25,000.00 

Add  sales  discounts 2,000.00 


Gross  profit $27,000.00 


51,000.00 

$24,000.00 
2,000.00 

$26,000.00 


Question  No.  10: 

In  a  manufacturing  concern  which  you  are  requested  to  audit,  you  find 
that  what  appears  to  be  a  careful  book  inventory  of  raw  materials,  supplies 
and  work  in  process  is  maintained,  but  no  physical  inventory  has  been  made 
for  some  years.  Would  you  consider  this  a  satisfactory  state  of  affairs? 
And,  if  so,  on  what  safeguards  would  you  insist  to  insure  constant  accuracy 
in  the  records? 

Answer  to  Question  No.  10: 

This  is  certainly  not  a  satisfactory  state  of  affairs. 

The  wording  of  this  question  is  somewhat  entangling.  If  the  applicant 
answers  that  it  is  a  satisfactory  state  of  affairs  he  is  required  to  say  upon 
what  safeguard  he  would  insist.  If  he  answers  that  it  is  not  a  satisfactory 
state  of  affairs,  it  does  not  appear  that  he  is  required  to  answer  the  last  part 
of  the  question  and  give  a  remedy. 

As  we  do  not  consider  it  a  satisfactory  state  of  affairs  we  are  presuming 
to  go  a  step  farther  than  the  examiners  require  and  suggest  a  remedy.  The 
system  suggested  in  the  answer  to  the  second  question  should  be  employed, 
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including  control  over  receipts  and  issues.    This  should  be  supplemented  by 
periodical  inventories  of  portions  of  the  stock. 

Question  No.  n: 

Outline  a  programme  for  a  balance-sheet  audit  with  a  test  of  operations 
for  any  one  of  the  following: 

(A)  A  coal  mining  company. 

(B)  A  coffee  or  rubber  plantation. 

(C)  An  import  and  export  house  with  foreign  connections. 

(D)  A  suburban  real-estate  development  company. 
Answer  to  Question  No.  n: 

The  space  at  our  command  will  allow  us  to  take  up  only  the  peculiar 
features  of  each  of  these  cases.  The  object  of  a  balance-sheet  audit  is  to 
verify  the  correctness  of  the  assets  and  liabilities,  with  only  enough  inquiry 
into  the  profit  and  loss  methods  to  make  sure  that  the  amount  of  the  surplus 
as  stated  is  correct. 

(A)  Great  care  should  be  taken  to  see  that  payments  have  not  been 
charged  to  the  fixed  asset  account  "mine"  which  are  really  royalties  or  other 
operating  expenses.     If  the  mine  is   operated  on   a   rolalty   basis  with  a 
minimum  annual  charge,  only  the  excess  of  the  minimum  over  royalties  on 
coal  actually  mined,  that  it  is  expected  will  be  later  recouped,  should  be 
carried  even  as  a  deferred  asset. 

Only  land,  plant  and  equipment  which  are  in  present  use  or  are  held  for 
future  development  should  be  included  as  assets. 

Sufficient  reserves  should  be  established  to  cover  all  capital  expenditures 
when  the  coal  body  is  exhausted.  The  auditor  should  be  especially  careful 
to  see  that  all  mortgages  are  thus  covered. 

If  the  land  is  owned  by  the  company  and  part  of  it  is  being  operated  to 
produce  coal  while  other  parts  are  being  developed  with  new  shafts  and  new 
equipment,  it  may  be  difficult  for  the  auditor  to  determine  whether  the  proper 
distinction  has  been  made  in  charging  expenditures  as  between  capital  and 
revenue.  If  he  has  had  much  experience  in  mining  work  he  can  make  a 
very  fair  estimate,  and  that  may  be  the  best  he  can  do. 

(B)  It  is  assumed  that  the  audit  is  made  of  the  company  in  the  United 
States  and  not  at  the  plantation  itself.    In  either  event  the  difficulty  usually 
encountered   is   that   of    getting   the    proper   reports    from    the   plantation 
manager,  especially  if  new  land  is  being  brought  into  cultivation  at  the  same 
time  that  old  land  is  being  operated  for  a  profit.    The  manager  will  nearly 
always  claim  that  it  is  impossible  for  him  to  keep  track  of  what  labor  goes 
on  the  new  and  on  the  old  land.    The  best  he  will  do  is  to  estimate  how  much 
labor  is  required  to  grow  the  crop. 

The  crops  of  the  different  years  must  be  kept  separate.  At  the  time  of 
making  the  audit  there  will  be  considerable  expense  that  has  been  put  into 
the  crop  for  the  succeeding  fiscal  year.  This  is  carried  forward  as  a  deferred 
charge,  together  with  whatever  proportion  of  the  overhead  is  proper.  The 
auditor  will  find  use  for  considerable  skill  in  determining  how  much  can  thus 
be  carried  forward. 

As  such  a  plantation  would  probably  be  situated  in  a  country  whose  cur- 
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rency  is  different  from  ours,  the  auditor  should  remember  that  fixed  assets 
are  valued  at  the  rate  of  exchange  when  they  were  acquired,  while  floating 
assets  are  valued  at  the  rate  of  exchange  current  when  the  statement  is  made. 

(C)  The  question  says  connections,  not  branches.    It  would  seem  as  if 
this  meant  that  the  house  merely  bought  and  sold  goods  in  a  foreign  country. 
The  only  items  which  would  require  special  attention  would  be  the  debts  due 
to  or  from  the  foreign  connections. 

As  these  would  be  current  items  they  would  be  valued  at  the  rate  of 
exchange  prevailing  at  the  time  the  statement  was  made.  This  would  not 
apply  to  consignments  which  would  be  valued  at  their  cost  plus  expenses, 
and  no  attention  would  be  paid  to  the  rate  of  exchange  until  the  goods  were 
sold,  when  the  net  amount  received  would  be  credited  at  the  same  price.  Jt 
is  not  at  all  probable  that  there  would  be  any  question  of  fixed  assets  at  all. 

(D)  The  principal  point  to  be  covered  is  the  proper  valuation  of  the 
property  as  a  whole  and  of  the  individual  lots.     It  is  generally  considered 
that  all  the  expense  which  has  been  incurred  up  to  the  time  when  the  first 
lots  are  ready  to  be  sold  should  be  added  to  the  original  cost  of  the  land. 
Montgomery,  however,  enunciates  the  proper  principle  when  he  eliminates 
any  selling  expense.    He  says : 

"Unlike  a  railroad  the  entire  cost  and  expenses  up  to  the  time  the  prop- 
erty is  ready  to  be  marketed  cannot  be  charged  against  the  property.  Only 
such  part  of  the  expense  as  really  adds  to  the  value  of  the  property,  such  as 
the  grading  and  paving  of  streets,  the  cost  of  the  water  and  sewer  installa- 
tions, etc.,  is  a  proper  addition  to  the  capital  account.  Administrative  ex- 
penses and  any  preliminary  selling  expenses,  such  as  advance  advertising, 
publicity  work,  printing  and  the  preparation  of  maps,  must  be  segregated 
and  shown  on  the  balance-sheet  as  deferred  charges  to  future  operations 
until  such  time  as  revenue  begins  to  come  in." 

The  only  exception  to  be  taken  to  this  statement  is  the  exclusion  from  the 
cost  of  any  portion  of  the  administrative  expense.  Supervision  is  necessary 
to  the  proper  carrying  out  of  the  improvements  which  add  value  to  the 
property. 

The  land  cannot  improve  itself,  the  administrative  expense  of  supervising 
the  improvement  should  be  considered  part  of  the  cost  of  the  improvement 
itself. 

Having  thus  obtained  the  cost  of  the  whole  tract,  it  is  necessary  to  divide 
it  properly  among  the  lots.  It  will  not  do  to  divide  the  total  cost  by  the 
number  of  lots,  because  some  lots  are  worth  very  much  more  than  others  of 
the  same  size.  All  such  enterprises  have  maps  made  of  the  property  showing 
the  selling  price  of  each  lot.  This  establishes  the  ratio  between  the  selling 
price  of  each  lot  and  the  total  selling  price.  This  ratio  is  the  proper  one  to 
use  to  determine  the  cost  of  each  lot  by  its  relation  to  the  total  cost.  Thus, 
if  the  selling  price  of  any  particular  lot  is  I  per  cent  of  the  total  selling 
price,  the  cost  of  that  lot  should  be  considered  to  be  i  per  cent  of  the  total 
cost. 
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The  auditor  should  use  the  values  thus  obtained  on  the  inventory  of  unsold 
lots  and  of  the  equities  of  those  sold  under  contract. 

There  may  be  a  difference  of  opinion  as  to  how  much  profit  the  concern 
may  be  allowed  to  take  on  the  lots  already  sold.  The  two  extreme  opinions 
are  that  all  the  cost  of  a  lot  should  be  collected  before  anything  is  credited 
as  profit,  and  that  the  difference  between  cost  and  selling  price  is  all  profit, 
provided  a  reserve  is  set  up  to  cover  cost  of  collection.  The  best  plan  is  to 
spread  the  profit  over  the  entire  time— that  is,  to  consider  that  proportion 
of  total  profit  on  a  lot  as  earned  which  the  amount  paid  on  the  lot  bears  to 
its  total  selling  price. 

One  other  point  that  the  auditor  would  have  to  cover  would  be  occasioned 
by  the  existence  of  a  mortgage  on  the  entire  tract.  In  such  a  case  there 
would  undoubtedly  be  a  provision  requiring  the  setting  aside  of  a  certain 
proportion  of  all  cash  received  from  sales  to  be  applied  on  payment  of  the 
mortgage  until  it  was  entirely  paid.  The  auditor  should  see  that  this  pro- 
vision had  been  observed. 

Question  No.  12: 

In  auditing  the  books  of  a  corporation  you  find  record  of  the  ownership  of 
stocks  and  bonds,  some  of  which  are  in  hand,  some  are  deposited  with 
bankers  or  others  for  safe  keeping,  and  others  are  lodged  as  security  for 
loans.  State  what  kind  of  evidence  you  would  require  in  each  case,  speci- 
fying particularly  in  the  case  of  stocks  and  registered  bonds,  if  not  regis- 
tered in  the  name  of  the  corporation,  what  you  consider  necessary  to  pro- 
tect your  client's  interests. 

Answer  to  Question  No.  12: 

For  those  in  hand  I  should  require  ocular  inspection.  I  should  also  visit 
the  banks  holding  the  securities  merely  for  safe  keeping,  and  request  that 
I  be  allowed  to  inspect  them.  As  for  those  which  are  held  as  security  for 
loans,  I  should  be  satisfied  with  a  statement  signed  by  an  officer  of  the  bank 
that  the  securities  were  in  the  bank's  possession  as  collateral  for  loans,  de- 
scribing the  loans. 

The  treatment  of  the  securities  not  registered  in  the  name  of  the  cor- 
poration would  depend  upon  the  purpose  for  which  they  were  held.  If  only 
for  temporary  speculation  it  would  be  sufficient  if  the  stocks  were  registered 
in  the  name  of  a  well-known  broker  and  endorsed  by  him  to  make  them 
negotiable.  This  is  the  customary  method  on  the  stock  exchange.  If  the 
securities  were  held  as  a  permanent  investment  I  should  require  that  they 
be  transferred  so  as  to  be  under  the  sole  control  of  my  client. 


George  Shillinglaw 

We  announce  with  regret  the  death  of  George  Shillinglaw,  of  Cedar 
Rapids,  Iowa,  which  occurred  June  13,  1920.  Mr.  Shillinglaw  was  a  mem- 
ber of  the  American  Institute  of  Accountants,  was  prominent  in  the  account- 
ing profession  in  Iowa,  and  was  a  certified  public  accountant  of  that  state. 
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In  view  of  the  dissimilarity  between  the  balance-sheet  items  of  a 
contractor  and  those  of  a  manufacturing  concern,  the  credit-men  of 
banks  are  liable  to  find  some  difficulty  in  properly  reading  the 
actual  financial  status  from  the  balance-sheet  of  the  former,  unless 
it  is  presented  with  considerable  clarity.  The  banker  is  unable  to 
apply  some  of  the  tests  that  he  is  in  the  habit  of  using,  e.  g.,  the 
ratio  of  merchandise  on  hand  to  sales,  and  that  of  accounts  receiv- 
able to  turnover.  Moreover,  the  ratio  of  quick  assets  to  current  lia- 
bilities will  not  always  show  1.5  to  I,  which  is  usually  the  banker's 
minimum  requirement.  It  becomes  necessary,  therefore,  to  supply 
the  banker  with  a  statement,  supported  by  a  profit  and  loss  account, 
that  will  furnish  him  with  the  salient  factors  of  the  business,  from 
which  an  analysis  can  readily  be  made.  For  this  to  be  possible 
there  is  the  fundamental  requirement  of  a  properly  expressed  set 
of  accounts  and  a  practical  system. 

A  coordinated  cost  system  will  also  be  found  of  inestimable 
value  in  comparing,  at  frequent  intervals,  the  actual  unit  costs 
with  the  estimates  prepared  by  the  engineer,  upon  whom  devolves 
the  work  of  classifying  the  various  expenditures  estimated,  as  to 
labor,  material  and  overhead.  Naturally,  if  the  comparisons  are  to 
be  of  any  value,  the  classification  of  accounts  in  the  cost  records 
should  conform  to  that  of  the  engineer. 

At  the  outset  I  might  say  that  I  have  found  it  not  unusual  for 
contractors  to  have  little  respect  for  the  value  of  sound  book- 
keeping methods  and  to  be  content  with  charging  to  a  single  ac- 
count, termed  "contract,"  all  labor  and  material  items,  applicable 
thereto,  only  when  paid.  Thus,  the  materials  in  some  instances 

*  A  thesis  presented  at  the  May,  1920,  examinations  of  the  American  Institute  of 
Accountants. 
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may  have  been  used  or  consumed  on  the  job,  but  no  entry  there- 
for will  have  been  made  upon  the  records.  It  will  be  obvious 
that  by  this  method  the  accounts  payable  for  purchases  are  not 
made  a  part  of  the  records ;  whereas  the  setting  forth  of  all  liabil- 
ities is  a  most  important  factor  without  which  nothing  like  a  true 
statement  can  be  prepared. 

RECORDING  OF  MATERIALS  AND  SUPPLIES 
It  is  assumed  that  all  purchases  are  made  by  the  general  office, 
with  the  exception  of  minor  requirements  frequently  of  an  emer- 
gency nature  which  are,  for  convenience,  bought  and  paid  for  by 
the  field  office  upon  authority  of  the  superintendent.  These  latter 
transactions  can  easily  be  handled  by  means  of  a  revolving  fund 
placed  with  the  field  office,  invoices  therefor  accompanying  the 
periodical  report  to  the  general  office.  Freight  bills  also  would  be 
paid  from  the  revolving  fund  and  be  forwarded  to  the  general 
office. 

It  will  be  found  preferable  to  maintain  stock  ledgers,  appro- 
priately classified,  in  the  field  office  which  will  be  controlled  upon 
the  general  ledger.  To  the  various  stock  accounts,  therefore, 
would  be  charged  the  purchases  of  all  materials  and  supplies  not 
going  directly  to  the  job.  In  the  latter  case  it  is  more  convenient 
and  equally  good  practice  to  make  the  charge  direct  to  the  cost  of 
contract. 

Triplicate  purchase  invoices  should  be  demanded  from  the 
vendor,  the  original  being  for  use  of  the  general  office,  the  dupli- 
cate for  the  field  office  and  the  triplicate  for  the  purchasing  agent. 
After  numbering  each  set  of  invoices  received,  they  should  be 
registered  numerically  and  distributed,  the  original  being 
filed  pending  the  approvals  for  receipt  of  goods,  and  as 
to  quantity,  quality  and  price.  The  system  that  appears  to 
the  writer  to  have  the  greater  advantages  is  the  one  which  com- 
pels the  receiving  clerk  to  fill  out  a  material  receipt  upon  the-  de- 
livery of  goods  without  reference  to  the  invoice.  Under  this 
method  the  material  receipt  is  made  up  in  duplicate,  the  original 
being  perforated  and  sent  to  the  field  office  stock  ledger  clerk  who 
compares  the  quantities  with  his  copy  of  the  vendor's  invoice  and, 
if  in  order,  mails  the  material  receipt  to  the  general  office.  Errors 
can  frequently  be  corrected  by  this  plan,  without  an  unnecessary 
amount  of  correspondence. 
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The  material  receipt  is  then  attached  to  the  original  invoice, 
which  previously  should  have  been  approved  as  to  prices  and  ex- 
tensions, is  ready  for  vouching,  and  when  entered  upon  the 
voucher  register  will  be  charged  to  materials  and  supplies  account. 

Materials  should  be  requisitioned  from  stores  upon  appropriate 
forms;  and  these  should  be  summarized  weekly  or  monthly  by 
the  field  office,  the  summary  being  sent  to  the  general  office  to  be 
posted  to  the  cost  ledger,  in  detail,  credit  being  passed  to  ma- 
terials and  supplies  account.  As  an  illustration  of  some  of  the 
various  accounts  that  it  may  be  found  desirable  to  keep  in  the  cost 
ledger,  under  the  materials  section,  the  following  brief  list  is  sub- 
mitted : 

Fuel 

Gasoline  for  tractors,  etc. 

Repair  parts  for  machinery 

"         "      "    tractors,  etc. 
Small  tools 

It  would  be  well  to  mention  that,  inasmuch  as  many  classes  of 
materials  are  purchased  under  contract  in  specific  quantities,  it  be- 
comes desirable  for  the  purchasing  agent  to  keep  a  record  of  each 
contract,  showing  the  quantities  purchased  and  the  unit  price 
thereof,  and  also  the  quantities  delivered  thereunder  in  accordance 
with  invoices,  the  balance  undelivered  being  useful  in  indicating 
the  occasional  necessity  of  placing  further  contracts.  It  will  read- 
ily be  seen  that  on  an  ascending  market  these  records  will  prove  of 
value  in  assuring  the  company  of  total  contract  deliveries  at  the 
contract  price. 

LABOR 

Few  difficulties  will  present  themselves  in  the  recording  of  the 
charges  for  labor.  Perhaps  the  best  method  to  be  pursued  is 
to  have  the  payroll  made  up  in  duplicate  and  paid  by  the  field 
office,  for  which  a  payroll  fund  would  be  maintained  for  the 
purpose  of  paying  off  men  who  leave  between  pay  days.  The  pay- 
roll would  be  summarized  as  to  distribution,  according  to  the  cost 
ledger  classification,  and  the  original  would  be  forwarded  to  the 
general  office  for  reimbursement. 
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OVERHEAD 

It  is  not  intended  by  the  writer  that  the  salaries  of  the  super- 
intendent and  clerks  at  the  field  office  should  be  included  under 
the  caption  "overhead,"  but  that  those  charges  should  appear,  as 
such,  in  the  cost  ledger,  inasmuch  as  they  are  specifically  allocated 
to  a  particular  contract. 

The  accounts  coming  under  this  head  would  comprise  the  pro- 
portion of  the  general  and  administration  expenses,  as  determined. 
The  apportionment  of  expenses  over  the  various  contracts  must 
be  on  an  equitable  basis,  and  there  can  be  no  objection  to  the  use 
of  total  material  and  labor  expenditures. 

In  regard  to  the  question  as  to  whether  interest  should  be  in- 
cluded under  the  heading  of  overhead,  I  can  only  say  that  it 
would  seem  preferable  to  me  to  exclude  it  and  to  treat  it  as  a  di- 
vision of  profits.  This  question  is,  of  course,  a  moot  point  upon 
which  there  are,  naturally,  divergent  opinions  among  accountants. 
If,  however,  interest  on  borrowed  money  is  treated  separately  in 
the  profit  and  loss  account,  it  would  appear  to  be  the  best  prac- 
tice to  treat  discounts  taken  on  purchases  as  a  financial  item,  by 
charging  the  work-in-progress  account  with  gross  invoice  price, 
and  discount  would  then  be  deducted  from  interest  account  in  pre- 
senting the  profit  and  loss  statement.  Depreciation  on  machinery 
and  equipment,  which  naturally  constitutes  an  important  element 
of  cost,  will  be  discussed  later. 

Contracts  are  frequently  entered  into  on  the  basis  of  unit 
prices  for  the  various  classes  of  work  to  be  done,  payment  to  be 
made  monthly  at  the  rate  of  90  per  cent  of  work  completed,  as 
computed  and  certified  by  the  engineers.  In  this  case  the  cost  ac- 
count is  credited  with  100  per  cent,  or  in  other  words  the  total  of 
the  certified  estimate;  an  account  receivable  is  charged  with  90 
per  cent  thereof,  the  remaining  10  per  cent  being  carried  to  an 
account  termed  "retention  of  percentage  on  work  completed.." 

A  bond  for  assuring  completion  of  the  contract  is  usually 
granted  by  the  contractor,  the  premium  of  which  can  be  either 
carried  as  a  deferred  charge  and  prorated  or  be  charged  to  cost  of 
work  in  progress  direct,  preferably  the  latter.  Compensation  in- 
surance should  be  accrued  at  the  policy  rate  applied  to  the  monthly 
payroll,  and  any  premium  deposited  should  be  carried  as  a  de- 
ferred charge. 
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MACHINERY  AND  EQUIPMENT 

When  a  contractor  has  several  pieces  of  work  in  hand  at  the 
same  time,  it  becomes  desirable  to  maintain  a  record  of  the  individ- 
ual items  of  machinery  and  equipment.  A  simple  but  efficient  way 
in  which  this  may  be  kept  is  to  open  an  ordinary  subsidiary  ledger 
account  for  each  machine,  truck,  etc.,  or  by  groups,  as  purchased, 
showing  date  purchased,  name  of  vendor,  unit  price  and  amount, 
the  controlling  account  thereof  being  kept  in  the  general  ledger. 
The  particular  contract  upon  which  it  or  they  are  being  used 
should  be  designated  on  the  subsidiary  ledger  account.  When  the 
machine  is  transferred  to  another  contract,  depreciation  should  be 
calculated  thereon  for  the  time  it  has  been  in  use  and  be  credited 
to  the  account,  cost  of  work  being  correspondingly  charged  under 
the  head  of  depreciation. 

The  same  procedure  applies  when  a  job  has  been  completed,  for 
all  machinery  and  equipment  used  thereon.  The  balance  of  each 
account  should  then  be  brought  down  and  notation  should  be  made 
as  to  where  the  machine  has  been  placed.  It  may  be  noted  that  it 
is  preferable  to  apply  the  depreciation  rate  upon  the  original  cost 
rather  than  the  reducing  balance.  It  would  also  be  well  to  bear 
in  mind  that  when  a  machine  is  placed  in  warehouse,  depreciation 
should  also  be  computed  thereon,  but  at  distinctly  lower  rates  than 
when  in  use  on  contracts,  and  that  this  depreciation  is  chargeable 
to  general  overhead,  as  such. 

At  the  close  of  a  fiscal  year  it  is  inadvisable  to  depreciate 
machinery  and  equipment  that  is  in  use,  if  no  profit  or  loss  is  being 
taken  on  the  contract.  It  is  preferable  to  account  for  depreciation 
only  when  a  closing  or  part  closing  is  made,  at  which  time  cost  of 
work  is  charged,  as  described  heretofore.  In  the  opinion  of  the 
writer  this  method  is  sound,  because  depreciation  on  machinery, 
etc.,  taken  while  work  is  in  progress,  would  have  the  effect  of  re- 
ducing fixed  assets  thereby  and  increasing  current  assets,  inas- 
much as  a  corresponding  charge  would  be  made  to  cost  of  work  in 
progress,  which  is  classified  as  a  quick  asset. 

On  the  other  hand,  if  a  profit  or  loss  is  being  estimated  and 
taken  on  a  partly  completed  contract  at  the  close  of  a  fiscal  period, 
it  becomes  imperative,  if  good  accounting  is  to  be  followed,  to 
compute  and  set  up  depreciation  of  machinery  and  equipment  for 
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the  period  in  use  and  to  charge  it  to  cost  before  calculating  the 
estimated  profit. 

It  is  hardly  necessary  to  mention  that  depreciation  on  furniture 
and  fixtures  is  chargeable  as  a  general  overhead  expense  and  has  no 
relation  to  direct  cost  of  completed  contracts. 

PROFITS  ON  CONTRACTS 

Perhaps  one  of  the  most  perplexing  problems  that  confronts 
the  auditor  who  is  called  to  examine  the  accounts  of  a  contractor 
having  large  undertakings  on  hand  at  the  close  of  the  fiscal  year, 
in  various  stages  of  progress  or  development,  is  to  ascertain, 
with  any  degree  of  accuracy,  the  profit  that  fairly  may  be  taken 
thereon.  Several  factors  must  be  given  due  consideration,  such 
as  the  proportion  of  the  work  completed,  the  existing  labor  condi- 
tions and  other  circumstances,  the  status  of  the  contracts  entered 
into  for  materials  and  in  some  cases  the  past  experience  of  the  con- 
tractor. In  the  final  analysis,  the  estimating  of  part  profits  part- 
takes  more  of  an  engineering  problem  than  of  one  of  accounting. 
It  naturally  behooves  an  auditor,  however,  to  pay  close  attention 
to  this  important  question. 

In  many  cases  it  will  be  found  not  a  difficult  matter  to  ascertain 
with  substantial  accuracy  the  profits  earned  on  contracts  that  have 
been  only  partly  completed,  provided  the  cost  system  is  founded 
on  good  accounting  principles  and  is  expressive  of  the  actual  con- 
ditions, with  a  sufficiency  of  detail. 

Illustration  of  such  a  case  is  found  in  the  contract  undertaken 
at  unit  prices  for  the  several  classifications  of  work  performed 
and  not  at  any  flat  figure.  If  the  cost  records  reflect  the  actual 
expenditures  under  a  distribution  similar  to  that  upon  which  the 
contract  has  been  calculated,  inasmuch  as  the  reports  from  the  field 
and  the  estimates  approved  by  the  engineers  will  show  the  amount 
of  the  work  done  under  the  respective  classes  to  the  closing  date, 
the  unit  costs  can  be  determined  by  dividing  the  units  of  work 
completed  into  the  total  costs  thereof.  The  difference  between 
the  sum  of  the  costs  and  the  total  of  the  amounts  due  under  the 
contract,  which  is  determined  by  multiplying  the  units  of  work 
completed  by  the  respective  contract  prices,  will  represent  the  gross 
profit  on  the  work  performed,  from  which  is  deductible  the  propor- 
tion of  overhead  expenses. 

Inasmuch  as  it  is  by  no  means  a  universal  practice  among 
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contractors  to  maintain  stores  accounts — the  method  employed 
being  to  charge  all  materials  and  supplies  direct  to  the  contract — 
it  must  be  borne  in  mind  that  in  such  cases  a  physical  inventory 
of  materials  unused  and  on  hand  should  be  taken  as  of  the  close 
of  the  fiscal  year  and  be  credited  to  the  cost  of  work  in  progress, 
being  shown  separately  in  the  balance-sheet  under  materials  and 
supplies. 

In  the  case  of  a  contract  which  is  practically  completed,  an 
estimate  is  made  by  the  engineer  of  the  cost  of  work  to  be  done 
and  by  adding  this  amount  to  the  cost  to  date,  and  deducting  the 
sum  from  the  contract  price,  the  estimated  profit  is  ascertained. 

It  would  be  well  at  this  point  to  warn  against  taking  profits 
that  may  have  accrued  on  uncompleted  contracts  unless  the  work 
done  has  been  of  sufficient  volume  to  warrant  this  practice;  and 
it  is  the  duty  of  the  auditor  to  see  that  due  allowance  is  provided 
for  all  contingencies  and  that  the  estimated  profits  are  calculated 
upon  a  conservative  basis. 

On  the  other  hand,  it  is  incumbent  upon  the  auditor  to  satisfy 
himself  that  there  is  no  loss  on  an  uncompleted  contract,  and  if, 
upon  investigation,  a  loss  is  disclosed  he  should  not  fail  to  give 
effect  to  the  necessary  adjustment  to  the  accounts.  It  may  happen, 
however,  that  the  loss  on  one  uncompleted  contract  is  much  more 
than  offset  by  the  part  profits  on  other  contracts,  and  that  no 
cognizance  has  been  taken  thereof  by  the  contractor.  In  this  event 
it  is  usually  considered  sufficient  to  mention  the  facts  in  the  report 
without  adjusting  the  accounts. 

When  part  profits  are  taken,  it  is  by  all  means  the  best  prac- 
tice clearly  to  identify  them  as  such  in  the  profit  and  loss  account. 

Among  the  benefits  from  a  good  cost  system  is  the  valuable 
statistical  information  that  is  gained,  providing,  of  course,  that  the 
system  is  efficiently  carried  out.  The  data  furnished  are  most  use- 
ful in  comparing  unit  costs  between  different  concurrent  contracts 
and  furthermore  they  form  an  essential  basis  for  bidding  on  future 
contracts.  This  feature  alone  cannot  be  too  strongly  emphasized, 
since  upon  it  may  rest  the  success  or  failure  of  a  venture  of  con- 
siderable magnitude. 


Taxation  of  Capital  Profits  and  Stock  Dividends* 

BY  THEODORE  KROHN 

Extreme  measures  have  been  resorted  to  by  congress  during 
the  last  decade  or  so  to  defray  the  enormous  expenditures  of  the 
government,  recently  increased  in  consequence  of  our  entrance 
into  the  world  war.  The  taxation  laws  in  effect  prior  to  the 
sixteenth  amendment  to  the  constitution  of  the  United  States, 
adopted  February  25,  1913,  had  yielded,  between  those  based  on 
the  benefit  and  ability-to-pay  theories,  sufficient  revenue  for 
normal  requirements.  The  heavy  drain  upon  funds  in  the  treasury, 
however,  presented  a  problem  that  could  be  effectively  solved 
only  by  a  more  liberal  application  of  the  ability-to-pay  theory  of 
taxation,  commonly  known  as  the  tax  on  income.  The  constitu- 
tion had  placed  a  limitation  upon  such  a  direct  tax  by  requiring 
its  apportionment  among  the  states  according  to  population.  This 
obstacle  to  the  income  tax  was  removed  after  the  requisite  num- 
ber of  states  had  signified  their  approval  of  the  sixteenth  amend- 
ment, which  provides  that  "the  congress  shall  have  power  to  lay 
and  collect  taxes  on  incomes,  from  whatever  source  derived, 
without  apportionment  among  the  several  states  and  without  re- 
gard to  any  census  or  enumeration." 

Income  taxation  had  reached  a  very  progressive  stage  of  de- 
velopment throughout  Europe  and  Asia  in  a  short  period  before 
its  introduction  in  the  United  States.  The  basis  of  the  law  in 
this  country  is,  with  few  exceptions,  fundamentally  the  same  as 
those  of  such  taxes  under  other  governments.  It  will  suffice, 
therefore,  to  confine  the  consideration  of  the  subject  to  problems 
suggested  by  the  United  States  law. 

Because  of  the  complexities  of  modern  business  organiza- 
tions, the  task  of  framing  the  law  was  accomplished  only  after 
long  and  arduous  labor ;  yet  it  is  not  surprising  that  developments 
in  its  administration  have  resulted  in  litigation  in  the  courts. 
From  the  decisions  and  interpretations  handed  down  there  have 


A  thesis  presented  at  the  May,  1920,  examinations  of  the  American   Institute  of 
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been  evolved  many  fundamental  principles  of  income  taxation 
relevant  to  the  subject  under  review. 

CAPITAL  PROFITS  AND  TAXABLE  INCOME 

Capital  and  Income 

In  the  case  Lynch  vs.  Turrish,  capital  is  defined  as,  " 

anything,  material  or  otherwise,  capable  of  ownership,  viewed 
in  its  static  condition  at  a  moment  of  time,  or  the  right  of  owner- 
ship therein In  the  actual  production  and  distribution 

of  capital  there  is  a  constant  conversion  of  capital  into  income, 
and  vice-versa." 

Income  has  been  defined  as  "a  gain  derived  from  capital,  from 
labor  or  from  both  combined."  The  sixteenth  amendment  en- 
larges upon  this  definition  in  taxing  "incomes  from  whatever 
source  derived.",  An  opinion  of  more  direct  application  holds 
that  "the  increased  value  of  capital  as  such  constitutes  in  one 
sense  a  gain  or  profit  but  not  income.  Hence,  such  gain  or  profit 
is  not  taxable,  but  only  such  profits  and  gains  as  constitute  in- 
come are  taxable."  In  the  decision  handed  down  March  8,  1920, 
by  the  supreme  court  in  the  case  Macomber  vs.  Eisner,  which  will 
be  discussed  later,  income  is  defined  as  " not  a  gain  accru- 
ing to  capital,  not  a  growth  or  increment  of  value  in  the  invest- 
ment ;  but  a  gain,  a  profit,  something  of  exchangeable  value  pro- 
ceeding from  the  property,  severed  from  the  capital,  however 
invested  or  employed,  and  coming  in,  being  'derived,'  that  is,  re- 
ceived or  drawn  by  the  recipient  (the  taxpayer)  for  his  separate 
use,  benefit  and  disposal — that  is  income  derived  from  property." 

Income  from  Capital  Assets 

There  is  a  marked  distinction  between  income  from  trading 
in  current  assets,  such  as  merchandise,  or  from  wages,  interest  or 
rent  and  the  profit  or  gain  arising  from  the  appreciation,  exchange 
or  sale  of  the  fixed  assets  represented  by  land,  buildings  and  se- 
curity investments.  The  income  of  the  former  kind  is  taxable 
upon  either  the  cash  or  accrual  basis.  It  is  evident  that  the  in- 
come of  the  latter  kind  is  of  an  unusual  character — contingent  and 
extraordinary,  as  distinguished,  in  an  economic  sense,  from  the 
normal  returns  on  capital  or  goods  used  in  the  production  of  further 
wealth.  Therein  is  found  one  fundamental  difference  between 
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the  British  law,  which  exempts  such  income  from  tax,  and  the 
law  in  this  country,  which  recognizes  no  distinctions. 

By  what  standard  of  valuation  may  these  unusual  profits  from 
capital  be  measured?  The  income-tax  law  of  September  8,  1916, 
states  that  the  net  worth  of  any  business  at  March  i,  1913,  rep- 
resented capital,  whether  it  embraced  original  capital  contributed 
or  accumulated  profits.  Thus  only  profits  earned  from  the  inci- 
dence of  the  tax  may  be  subject  to  levy.  In  determining  such 
taxable  income  the  fair  market  value  of  assets  at  March  I,  1913, 
if  acquired  prior  to  that  date,  or  the  purchase  cost,  if  acquired 
subsequently,  is  prescribed  under  the  law  of  February  25,  1913, 
as  the  basis  for  determining  a  profit  or  loss  upon  exchange  or 
sale.  This  arbitrary  basis  is  not  sound  in  principle.  An  actual 
loss  may  have  been  suffered,  comparing  the  purchase  cost  of  the 
asset  with  the  selling  price,  but,  due  to  intermediate  fluctuations, 
the  use  of  the  arbitrary  rate  may  require  a  tax  to  be  paid  as  though, 
in  fact,  a  profit  had  been  received.  The  converse  is  equally  true. 
Appreciation  in  value  of  a  capital  asset  is  not  taxable  income. 
The  decision  of  the  supreme  court  in  the  case  Macoinber  vs.  Eis- 
ner explicitly  sets  forth  the  reason  as  applied  to  stock  dividends, 
which  is  also  true  of  other  capital  assets.  It  emphasizes  the  fact 
that  to  be  income  such  appreciation  must  be  realized  upon  a  closed 
transaction  and  be  "...  .something  of  exchangeable  value,  proceed- 
ing from  the  property,  severed  from  the  capital  however  invested 
or  employed,  and  coming  in,  being  'derived,'  that  is,  received  or 

drawn  by  the  recipient "    An  actual  sale  is  practically  the 

only  answer  to  this  description.  Among  economists  and  authori- 
ties on  taxation  there  is  a  strong  belief  that  appreciation  of  capi- 
tal assets,  held  as  investments  and  not  as  stock-in-trade,  should 
not  be  taxable  as  income  even  if  derived  upon  sale.  Early  deci- 
sions in  the  courts  support  this  contention.  In  the  case  Gray  vs. 
Darlington,  relating  to  the  income-tax  law  of  1867,  the  court  held 

that  " the  mere  fact  that  property  has  advanced  in  value 

between  the  date  of  its  acquisition  and  the  sale  does  not  authorize 

the  imposition  of  the  tax  on  the  amount  of  the  advance It 

constitutes  and  can  be  treated  merely  as  an  increase  of  capital." 
According  to  the  present  law  the  full  appreciation  in  value  of  the 
property  from  March  I,  1913,  or  date  of  purchase  to  the  date 
of  sale  is  income  taxable  in  the  year  during  which  the  sale  was 
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consummated.  In  view  of  the  progressive  rates  of  the  surtax  and 
excess  profits  taxes  it  is  contended  that  the  taxable  profit  thus 
realized  should  be  pro-rated  over  the  taxable  years  between  pur- 
chase and  sale,  and  the  taxpayer  be  permitted  to  amend  his  pre- 
vious returns  accordingly.  Even  if  it  were  practicable,  such 
treatment  has  been  negatively  decided  by  the  supreme  court,  hold- 
ing that  the  gain  is  taxable  income  in  the  particular  year  of  its 
receipt.  So  as  to  defeat  attempts  at  evasion,  the  internal  revenue 
department  has  ruled  that  in  the  sale  of  capital  assets  of  the 
same  kind,  the  first  purchases  are  also  assumed  to  have  been  sold 
first,  unless  evidence  is  produceable  to  the  contrary. 

Exchange.  When  property  is  exchanged  for  something  cap- 
able of  being  readily  converted  into  cash,  it  is,  in  effect,  a  sale. 
But  the  case  is  different  when  the  value  of  the  capital  asset  re- 
ceived in  exchange  is  difficult  to  ascertain.  The  revenue  act  of 
1918  provides  that  "when  property  is  exchanged  for  other  prop- 
erty, the  property  received  in  exchange  shall,  for  the  purpose  of 
determining  a  gain  or  loss,  be  treated  as  the  equivalent  of  cash 
to  the  amount  of  its  fair  market  value,  if  any."  In  view  of  the 
decision  in  the  case  Macomber  vs.  Eisner,  it  is  very  unlikely  that 
this  provision  will  be  upheld.  If  the  property  received  in  ex- 
change was  actually  sold  for  cash  upon  its  receipt  there  would 
be  no  argument.  But  the  market  value  upon  sale  at  a  subsequent 
date  will  most  likely  be  different  from  that  prevailing  at  the 
date  of  the  exchange.  It  is  evident  that  no  taxable  income  is 
derived  until  the  final  sale  is  made,  the  profit  then  being  the  differ- 
ence between  the  cost  of  the  old  property  and  the  sales  price  of  the 
new  property. 

This  is  substantially  the  ruling  of  the  treasury  department 
in  making  an  exception  where  "in  connection  with  the  reorganiza- 
tion, merger  or  consolidation  of  a  corporation  a  person  receives 
in  place  of  stock  or  securities  owned  by  him  new  stock  or  se- 
curities of  no  greater  aggregate  par  or  face  value."  In  this 
instance  the  old  securities  are  replaced  by  the  new.  In  ascertain- 
ing the  profit  or  loss  upon  sale  of  the  new  securities,  the  original 
cost  to  the  taxpayer  or  the  fair  market  value  as  of  March  I,  1913, 
of  the  old  securities,  less  any  untaxed  distribution  made  by  the 
new  company  from  the  capital  or  surplus  of  the  old  company,  is 
the  basis  to  be  used. 

91 


The   Journal    of    Accountancy 

Income  from  Investments  in  Capital  Stock 

Consideration  of  the  subject  to  this  point  has  been  confined  to 
the  asset  side  of  the  taxpayer's  balance-sheet.  Thus  far,  income 
was  divided  into  two  classes:  that  is,  from  trading  in  current 
assets  and  from  capital  assets.  There  is  a  very  important  sub- 
division of  the  latter  class — the  income  from  investments  in  stock 
of  corporations — which  can  be  best  discussed  now  in  conjunction 
with  the  treatment  of  corporate  surplus  after  its  distribution,  as 
affecting  its  taxable  status  to  the  stockholder. 

A  corporation  is  an  entity  distinct  from  its  stockholders.  Both 
are  taxed  upon  its  net  income:  the  corporation  at  an  even  low 
rate  for  the  normal  tax  to  insure  a  return  from  all  of  its  taxable 
income  as  well  as  by  the  progressive  rates  of  the  excess  profits 
or  war  income  taxes ;  the  stockholders  upon  dividends  at  gradu- 
ated and  progressive  rates  for  the  rest  of  the  tax,  providing  their 
income  from  other  sources,  together  with  income  from  dividends, 
renders  them  liable  to  the  surtax.  Dividends  distributed  from 
surplus  are  not  taxable  when  arising  from  the  appreciation  of 
assets,  from  the  sale  of  treasury  stock  or  from  the  purchase  of 
the  company's  stock  below  par.  The  excess  of  liquidating  divi- 
dends over  the  fair  market  value  of  the  stock  at  March  i,  1913, 
or  cost  if  acquired  subsequently,  is  taxable,  provided  that  if  any 
part  of  the  distribution  is  from  surplus  accumulated  prior  to 
March  i,  1913,  it  is  exempt  from  the  tax.  The  stockholder  is  also 
taxed  upon  the  sale  of  his  stock  for  the  amount  of  sales  price  in 
excess  of  cost  or  fair  value  if  acquired  prior  to  March  i,  1913. 

In  the  case  of  an  individual,  partnership  or  personal  service 
corporation,  profits  are  taxable  within  the  year  earned;  whereas 
in  the  corporation  form  of  business  organization,  the  income  of 
the  stockholder  is  not  subject  to  taxation  until  distributed  in  the 
form  of  a  dividend.  This  is  even  further  qualified  by  the  deci- 
sion of  the  supreme  court  on  stock  dividends  in  the  case  Macombcr 
vs  Eisner,  which  will  be  discussed  later.  Dividends  are  not 
necessarily  distributed  in  the  year  earned.  The  policy  of  the 
corporation  in  such  matters  is  determined  by  the  board  of  di- 
rectors. It  would  seem  only  fair  that  corporations  ought  not  to 
be  privileged  to  choose  in  what  year  their  earnings  become  tax- 
able to  stockholders  when  no  such  advantage  is  offered  to  other 
types  of  business  organizations. 
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In  this  is  found  one  of  the  most  perplexing  problems  con- 
fronting the  authorities  in  the  administration  of  the  law.  Cor- 
porations might  easily  accumulate  their  earnings  for  any  number 
of  years,  providing  the  stockholders  were  in  accord  with  the 
policy.  Such  action  would  not  be  evidence  of  fraudulent  at- 
tempt to  evade  the  tax.  Upon  obtaining  evidence  of  such  in- 
tent, of  course,  the  internal  revenue  department  could  take  ade- 
quate measures  to  defeat  it.  In  the  law  of  October  3,  1917,  sec- 
tion 10,  provision  was  made  for  levying  an  additional  tax  on 
any  undistributed  surplus  unless  invested  in  assets  reasonably  re- 
quired in  the  business  or  in  the  obligations  of  the  United  States 
issued  after  September  i,  1917.  In  but  few  known  cases  was 
this  measure  employed.  In  subsequent  laws  this  section  was 
omitted.  Under  the  present  law,  where  the  intent  to  evade  is 
evident  and  the  commissioner  of  internal  revenue  certifies  that  in 
his  opinion  such  is  the  fact,  the  corporation  is  required  to  pay 
only  the  war-profits  and  excess  profits  taxes  and  the  balance  of 
net  income  is  taxable  to  stockholders  according  to  the  method 
prescribed  for  members  of  a  partnership  or  personal  service  cor- 
poration. 

It  is  fully  recognized  that  legitimate  reasons  exist  for  accumu- 
lating corporate  surplus.  These  were  advanced  by  the  Ameri- 
can Institute  of  Accountants  in  the  protest  to  congress  against 
the  adoption  of  the  section  of  the  law  of  October  3,  1917,  taxing 
undistributed  surplus.  The  outstanding  points  applicable  to  this 
instance,  summarized  briefly,  are: 

1.  Rising  prices  increase  the  demand  for  working  capital. 
Profits  are  absorbed  in  merchandise,  accounts  receivable 
and  other  current  assets. 

2.  Industrial  expansion  resulting  from  war  and  post-war  con- 
ditions creates  the  need  for  additional  plant  and  equipment. 
The  profits  are  also  invested  for  such  purposes. 

3.  The  contingencies  of  additional  tax  assessments  where 
returns  are  prepared  and  rendered,  based  on  the  best  in- 
formation and  advice  obtainable,  and  for  other  liabilities, 
are  met  by  appropriations  from  earnings. 

4.  Corporations  financially  embarrassed  prior  to  the  present 
period  expect  to  strengthen  their  position  by  accumulating 
earnings. 
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For  each  of  the  above  reasons  it  appears  that  corporations 
so  affected  are  justified  in  accumulating  surplus.  Notwithstand- 
ing, a  surplus  of  any  great  magnitude  is  the  constant  point  of  at- 
tack of  taxation  authorities.  There  is  always  a  possibility  that 
the  commissioner  of  internal  revenue  will  declare  that  the  amount 
of  surplus  is  unreasonable  for  the  demands  of  the  business  and  levy 
a  tax  upon  stockholders  for  their  distributive  shares.  Occasions 
naturally  arise  when  stockholders  require  a  return  of  income  from 
their  investments  and  would  rather  receive  it  in  the  form  of 
dividend  than  be  forced  to  liquidate  their  securities.  A  corporation 
may  find  it  necessary  before  reorganization,  merger  or  consolida- 
tion to  adjust  its  capital  stock  and  surplus  by  a  dividend  payment. 
It  is  evident  that  in  the  cases  enumerated  above,  where  the  surplus 
is  invested  in  assets  of  the  business  not  readily  convertible  into 
cash,  a  cash  dividend  cannot  be  distributed.  A  stock  dividend, 
though,  can  be  distributed  to  old  stockholders  in  proportion  to 
their  holdings  by  conversion  of  the  surplus  into  an  additional 
issue  of  capital  stock. 

TAXATION  OF  STOCK  DIVIDENDS 

The  question  whether  a  stock  dividend  made  lawfully  and  in 
good  faith  against  profits  accumulated  by  a  corporation  since 
March  I,  1913,  is  income  to  the  stockholder  subject  to  taxation 
under  the  sixteenth  amendment  to  the  constitution  of  the  United 
States  or  is  merely  a  change  in  the  form  of  evidence  of  owner- 
ship in  the  assets  of  the  corporation  has  been  argued  in  the  courts 
for  over  a  half-century.  The  recent  decision  of  the  supreme 
court  handed  down  March  8,  1920,  in  the  case  Macomber  vs.  Eis- 
ner, held  that  such  stock  dividend  was  not  taxable  income  to  the 
stockholder.  Unusual  importance  attached  to  the  decision,  not 
alone  because  it  settled  the  particular  point  of  the  taxation  of 
stock  dividends  but  because  in  so  doing  it  defined  in  clearer  terms 
than  heretofore  the  principles  of  capital  vs.  income,  appreciation 
of  capital  assets  vs.  income  derived  from  capital  and  the  relation 
of  stockholder  to  corporation. 

The  limitations  of  this  paper  will  permit  only  brief  comment 
on  the  important  points  established  by  the  decision.  A  stock 
dividend  is  neither  capital  nor  income.  It  results  in  no  increase  in 
the  stockholder's  investment  nor  in  his  buying  power  as  evi- 
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denced  in  cash  or  its  equivalent.  The  net  worth  of  the  corpora- 
tion is  precisely  the  same  after  the  distribution  as  it  was  before. 
Taxing  a  stock  dividend  would  not  differ  from  a  levy  upon  the 
old  stock,  being  in  either  case,  then,  a  capital  tax  not  within 
the  scope  of  the  income-tax  law.  The  fact  that  stockholders  have 
a  contingent  interest  in  the  undistributed  surplus  enhances  the 
value  of  their  holdings,  but  such  interest  is  not  increased  by  the 
receipt  of  a  stock  dividend,  except  in  so  far  as  such  evidence  of 
prosperity  of  the  corporation  affects  the  market  prices  of  the 
stock.  Practically  the  same  rights  in  the  surplus  may  be  acquired 
through  the  purchase  of  the  corporation's  stock.  The  cost  to  the 
new  stockholder  includes  a  premium  in  payment  for  the  contingent 
interest  in  the  surplus  surrendered  by  the  old  stockholder.  The 
government  receives  the  tax  on  such  premium  in  full  if  the  stock- 
holder selling  the  stock  is  one  who  acquired  it  at  par.  Any 
further  depreciation  or  appreciation  is  considered  upon  the  suc- 
cessive sales  or  upon  liquidation  of  the  corporation. 

A  tax  on  stock  dividends  upon  receipt  and  again  upon  the 
profit  realized  upon  the  sale  is  double  taxation.  An  instance  of 
this  is  found  where  stock  is  purchased  above  par  and  thereafter 
a  stock  dividend  is  issued.  The  tax  collected  on  the  premium 
realized  upon  the  sale  would  again  be  exacted  from  the  pur- 
chaser on  the  basis  of  the  stock  dividend  he  received. 

The  sale  of  dividend  stock  is  not  income  to  the  full  amount 
received.  The  cost  of  each  share  of  such  stock,  represented 
by  the  cost  of  the  old  stock  divided  by  the  number  of  old  and  new 
shares  added  together,  must  first  be  deducted  before  ascertaining 
the  taxable  income.  Similarly,  the  cost  of  each  share  of  the  old 
stock  is  the  quotient  of  the  cost  of  the  old  stock  divided  by  the 
number  of  old  and  new  shares. 

The  government's  need  for  the  tax  now  is  more  pressing  than 
it  is  likely  to  be  years  hence.  The  effect  of  the  decision  is  to 
reduce  the  tax  collectible  from  recipients  of  stock  dividends  and 
to  postpone  the  date  of  final  accounting  for  the  surplus  of  the 
corporation  until  actual  sales  of  the  dividend  stock  are  made  or 
until  the  corporation  is  liquidated.  An  effective  tax  is  one  which 
collects  a  particular  year's  budget  with  ease  and  certainty  from 
the  income  indicated  in  the  original  estimate  and  within  a  short 
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period  of  time.     It  is  obvious  that  in  this  respect  the  law  is 
dangerously  weak. 

The  conclusion  reached  by  many,  that  by  delaying  accounting 
for  the  tax  to  subsequent  years  a  saving  is  effected,  cannot  be 
accepted  without  qualification.  A  sound  financial  policy  has  for 
its  object  the  spreading  of  taxes  over  a  period  of  years  as  against 
a  heavy  levy  upon  accumulated  earnings  in  one  year.  Especially 
is  this  true  if  in  the  years  covered  in  the  accounting,  graduated 
and  progressive  rates  of  taxes  are  effective. 

The  distribution  of  dividends  in  stock,  where  paid  in  cash 
before,  gives  rise  to  discrimination  in  favor  of  the  stockholders 
in  that  they  may  control  the  profits  from  their  dividend  stock 
sales  so  as  to  offset  possible  losses  of  lean  years  and  thus  effect 
a  tax  saving.  The  recipients  of  income  from  sources  other  than 
from  investments  in  stock  do  not  enjoy  such  privilege  except  in 
unusual  cases  due  to  war  conditions.  If  at  all,  discrimination 
should  be  directed  against  "lazy  capital,"  represented  to  a  large 
extent  by  investments  in  securities. 

The  conservative  policy  practised  by  corporations  in  accumu- 
lating surplus  as  a  margin  of  safety  against  contingencies  is  en- 
couraged as  a  result  of  the  decision  on  the  taxation  of  stock  divi- 
dends, as  demonstrated  by  the  numerous  and  large  stock  divi- 
dends distributed  since  the  decision  became  public.  The  directors 
of  corporations,  in  adopting  such  a  policy,  no  doubt  have  in  view 
considerations  of  vital  importance  that  will  be  apparent  only  after 
the  impending  period  of  deflation  and  liquidation  shall  have  shown 
its  effects. 

The  treasury  department  has  a  responsibility  to  the  taxpayer 
which  in  the  interests  of  public  welfare  should  be  speedily  dis- 
charged. The  huge  sums  involved  in  pending  claims  for  rebates 
for  taxation  and,  on  the  other  hand,  contingent  additional  assess- 
ments on  the  part  of  the  government  against  taxpayers  should 
be  definitely  and  finally  settled.  The  decision  of  the  supreme, 
court  in  the  stock  dividend  controversy  will  be  a  considerable 
relief  to  the  tax  authorities,  the  corporation  and  its  stockholders. 
It  should  be  followed  by  treasury  decisions  in  regard  to  other 
capital  profits  affected,  which  have  been  referred  to  in  the  course 
of  this  paper. 
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Accounting  for  Retail  Shoe  Stores* 

BY  T.  J.  AHLBERG 

Generally  speaking,  retail  shoe  store  accounting  is  compara- 
tively simple  and  no  very  difficult  problems  are  encountered. 
However,  as  in  any  other  business,  certain  phases  of  operating 
must  be  carefully  watched  by  the  management. 

In  this  day  of  high  prices  and  low  production  it  is  essent'al 
that  the  purchaser  be  careful  in  selecting  merchandise  of  standard 
grades  and  styles,  in  order  to  be  sure  of  its  ultimate  sale  and  to 
prevent  any  accumulation  of  freak  styles  which  may  not  be  easily 
moved.  So  it  behooves  the  retailer  to  watch  his  stock  closely 
and  inaugurate  reduction  sales  on  all  "slow"  merchandise. 
The  public  has  gradually  become  accustomed  to  paying  high 
prices,  but  on  the  other  hand  it  demands  value  for  the  money  ex- 
pended. The  purchasing  department  must,  therefore,  buy  care- 
fully and  of  conservative  styles. 

The  stock-keeping  records  should  be  complete  in  every  detail 
and  should  reflect  the  essential  elements  of  grade  and  style  as  well 
as  quantity,  mark-up,  etc.  It  is  an  important  factor  in  retailing 
to  carry  a  perpetual  inventory,  classified  first  as  to  kind  (men's, 
women's,  boys',  etc.),  then  as  to  grade  (price  in  this  case),  next, 
line  (low,  high  or  freak).  Subclassified  under  these  divisions 
would  come  the  size,  stock  number  and  any  other  elements  which 
may  affect  the  turnover.  Such  a  record  would  enable  the  man- 
agement to  dispose  of  the  slow  moving  merchandise  and  would 
assist  in  determining  the  trend  of  the  public  demand.  In  this  lat- 
ter particular  it  would  assist  in  future  buying,  which  in  turn 
would  materially  increase  the  percentages  of  turnover  and  there- 
fore increase  profits. 

The  objection  generally  brought  up  in  regard  to  this  detail  is 
that  it  carries  with  it  an  expensive  clerical  force  to  handle  the  en- 
tries, but  in  some  cases  with  which  I  am  familiar  it  has  produced 
actual  results  in  turnover  and  has  been  acknowledged  an  aid  in 
the  purchasing  end  of  the  business  as  well  as  the  sales.  Much,  of 

*  A  thesis  presented  at  the  May,  1920,  examinations  of  ihe  American  Institute  of 
Accountants. 
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course,  depends  on  the  personnel  in  the  management  of  a  business 
and  the  human  element  enters  largely. 

All  expenses  of  the  business  as  well  as  the  merchandise  re- 
ceived should  be  accrued  or  entered  on  the  purchase  record  or 
voucher  register.  Such  a  purchase  record  appears  on  page  100. 

This  record  can  be  enlarged  to  meet  the  requirements  of  the 
business.  The  detail  of  the  merchandise  received  can  be  entered 
on  the  stock  sheets  from  the  information  shown  on  the  invoices 
when  entered  in  the  purchase  record. 

SALES 

With  each  sale  ticket  there  should  go  to  the  office  a  record  of 
the  cost  and  sales  price  (cost  preferably  in  code)  from  which  a 
record  is  made  on  the  stock  sheets  as  to  cost  and  on  the  sales  sheets 
as  to  cost  and  sale.  It  is  a  prime  necessity  to  follow  the  fluctuations 
in  sales  and  for  that  purpose  a  columnar  sales  record  should  be 
kept.  The  daily  sales  are  summarized  first  under  the  kind  and  then 
in  columns  as  to  cost  and  sales  price.  This  will  enable  inventory 
control  accounts  to  be  kept  in  the  general  ledger,  which  will  be 
debited  with  the  purchases  and  credited  with  the  cost  of  sales  each 
half  month  or  month,  whichever  is  the  more  advisable.  The  other 
entries  from  the  sales  record  would  be  a  debit  to  cost  of  sales  ac- 
count and  a  credit  to  sales  account.  A  sales  record  of  this  charac- 
ter appears  on  page  100,  but  other  columns  can  be  added  if  desired. 

Under  findings  should  be  grouped  repair  work,  laces,  etc.  All 
further  detail  as  to  the  moving  of  any  particular  styles  can  be  de- 
termined from  the  stock  sheets  hereinbefore  outlined.  Return 
sales  are  not  so  numerous  as  to  entail  a  great  deal  of  clerical  work. 
All  returns  should  be  entered  on  a  return  sales  summary  as  to  cost 
and  selling  prices  and  the  postings  to  the  general  ledger  accounts 
would  necessarily  be  the  reverse  of  the  sales  exhibits.  In  this 
method  no  sales  postings  would  be  made  from  the  cash  receipts 
book  for  sales  or  from  the  cheque  register  for  return  sales,  but  all 
postings  would  be  made  from  the  summary  sheets.  The  detail  of 
return  sales  would  be  entered  on  the  stock  sheets  in  the  same 
way  as  purchases  and  at  the  original  cost  price. 

The  operating  accounts  which  an  average  business  should 
carry  on  the  general  ledger  follow,  showing  the  explanation 
necessary, 

98 


Accounting   for    Retail   Shoe   Stores 

Sales — (departmentalized    to    conform    to    requirements    as 

shown  in  the  sales  summary) 
Credited  with: 

Cash  and  charge  sales  of  merchandise  from  the  sales 
summary. 

Debited  with : 

Return  sales  and  allowances  from  the  return  sales 
summary. 

Cost  of  Sales — (departmentalized  as  above) 
Debited  with : 

Cost  price  of  sales  from  the  sales  summary. 
Credited  with: 

Cost  price  of  return  sales  from  the  return  sales 
summary. 

This  account  would  necessarily  include  cost  of  freight,  express 
and  cartage  on  the  merchandise  sold,  mention  of  which  is  made 
later  under  the  inventory  accounts. 

Buying  Salaries 

Debited  with  the  salaries  (or  proportion)  of  all  buyers  and 
clerical  assistants  directly  assigned  to  that  work. 

Buying  Expense 

Debited  with  all  expenses  incurred  by  the  buying  force  such 

as  traveling  and  all  other  expenses  applicable  thereto. 
Sales  Salaries 

Debited  with  the  salaries  of  the  sales  force  both  regular  and 
extra,  including  floormen,  salesmen,  stock  boys,  wrap- 
pers and  a  proportion  of  the  cashiers'  time. 
P.  M's. 

Debited  with  commissions,  bonuses,  etc.  commonly  known 

as  P.  M.'s. 
Advertising 

Debited  with  all  expense  incurred  for  newspaper  space,  cir- 
culars, street  car  cards,  billboards,  window  display,  light 
applicable,  and  button  hooks,  shoe  horns  or  other  "novel- 
ties" ;  also  any  donations  which  are  distinctly  a  necessary 
part  of  publicity  and  from  which  a  benefit  is  derived. 
Other  selling  expense 

Debited  with  sundry  miscellaneous  expenses,  such  as  wrap- 
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ping  paper,  twine  and  other  selling  expense  not  included  in 
the  foregoing  accounts. 
Delivery  Expense 

Debited  with  wages  of  drivers  and  wagon  boys,  automobile 
expense,  horse  expense  (feed,  shoeing  and  stable),  re- 
pairs, taxes  and  insurance  on  delivery  equipment. 
Delivery  Equipment  Depreciation 

Debited  with  depreciation  on  automobiles,  trucks,  wagons, 

horses  and  other  delivery  equipment. 
Office  Salaries 

Debited  with  salaries  of  office  force  not  directly  chargeable 

to  buying  or  selling  salaries. 
Office  Expense 

Debited  with  sundry  expenses  of  maintaining  the  office. 
Stationery,  Printing  and  Postage 

Debited  with  stationery,  postage  stamps,  stamped  envelopes, 
accounting  forms,  etc.    Does  not  include  postage  for  ad- 
vertising purposes. 
Insurance 

Debited  with  the  expired  portion  of  insurance  premiums  of 

all  classes  except  delivery  equipment. 
Taxes 

Debited  with  taxes  on  merchandise  stock  and  all  other  taxes 
with  the  exception  of  federal  income  and  excess  profits 
taxes. 
Rent 

Debited  with  rent  of  store  and  any  rented  equipment  used 
and  for  storage  space. 

Heat,  Light  and  Power 

Debited  with  purchases  of  fuel,  light,  power  and  supplies 
appertaining   thereto;   also    wages   of    engineers,   fire- 
men, etc. 
Repairs 

Debited  with  incidental  repairs  to  furniture,  fixtures  or 

store  equipment. 
General  Expense 

Debited  with  janitors'  wages,  telephone,  telegraph,  cleaning, 

dues  and  subscriptions  and  other  sundry  items. 
Donations 

Debited  with  contributions  from  which  the  business  de- 
rives no  direct  benefit,  which  are  not  deductible  in  deter- 
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mining  federal  taxes  (if  corporation,  not  deductible ;  if 
individual  or  partnershp,  to  a  limited  extent). 
Bad  Debts 

Debited  with  losses  on  customers'  account  appertaining  to 

current  year's  sales. 

Credited  with  recoveries  on  above  item. 
Losses  sustained  on  sales  to  customers  in  previous  years  are 

a  charge  to  surplus. 
Discount  Earned 

Credited  with  discounts  taken  on  merchandise  purchases. 
Debited  with 'discounts  taken  but  subsequently  not  allowed 

by  creditor. 
Income  Tax 

Debited  with  amount  of  tax  accrued  and  payable.    Reverse 
entry  would  be  a  credit  to  accounts  payable  or  accrued 
income  tax. 
Discount  Allowed 

Debited  with  discounts  allowed  to  customers  (very  infre- 
quent). 
Interest  Earned 

Credited  with  interest  earned  and  received  on  notes  receiv- 
able or  customers'  accounts. 
Interest  Expense 

Debited  with  interest  accrued  or  paid  on  borrowed  money. 
Cash  Over  and  Short 

Debited  or  credited,  as  the  case  may  be,  with  all  irregularities 

in  daily  cash  transactions. 
Miscellaneous  Earnings 

Credited  with  sales  of  waste  paper,  boxes,  etc. 
Depreciation 

Debited  with  amount  provided  as  depreciation  for  period. 

Interest  on  investment  in  business  is  not  considered  in  this  out- 
line of  accounts. 

The  balance-sheet  accounts  would  be  as  follows : 

Bank,  Cash 

Debited  with  cash  receipts  from  all  sources  which  should  be 
deposited  daily. 
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Credited  with  disbursements  by  cheque. 

Balance  at  end  of  period  shows  cash  on  deposit  not  with- 
drawn. 

Imprest  Fund 

Debited  with  original  amount  drawn  for  the  office  cash.  All 
subsequent  reimbursements  are  distributed  on  the  voucher 
register. 

Notes  Receivable 

Debited  with  notes  taken  in  payment  for  merchandise  or  on 

loans  made  to  individuals. 

Credited  with  payments  made  on  principal  or  notes  wiitten 
off  as  bad  debts. 

Accounts  Receivable 

Debited  with  all  charge  sales  to  customers. 
Credited  with  payments  by  customers,  returned  merchan- 
dise,  sales,  allowances,   bad   accounts  written  off  and 
notes  taken  in  payment  of  open  account. 
The  balance  of  this  account  should  agree  with  the  sum 
total  of  the  individual  accounts  in  the  customers'  ledgers 
at  any  given  posting  period. 

Inventory — (departmentalized  as  detailed  in  purchase  record). 
Debited  with  merchandise  purchased  and  return  sales  at 

cost,  plus  freight,  express  and  cartage. 
Credited  with  cost  of  merchandise  sold  and  credit  memos. 
received  from  creditors  (not  including  cash  discount). 

Fixed  Assets  Accounts  (classified) 

Debited  with  purchases  of  real  estate,  buildings,  furniture, 

fixtures,  equipment,  delivery  equipment,  etc. 
Credited  with  cost  value  of  above  items  discarded  or  sold. 
These  accounts  should  show  the  cost  value  of  all  equipment 

used  at  any  given  date. 

Insurance  Unexpired 

Debited  with  insurance  premiums  on  merchandise,  build- 
ings and  equipment. 
Credited  with  expired  portion  of  premiums. 

Notes  Payable 

Credited  with  funds  borrowed  on  notes. 
Debited  with  payments  of  principal  on  notes. 
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Credited  with  recorded  purchases. 

Debited  with  payments  to  creditors,  allowances  to  creditors, 
and  returned  purchases  and  notes  given  in  settlement  of 
open  accounts. 

Reserves  for  Depreciation — (classified  as  to  fixed  assets  ana- 
lysis). 

Credited  with  amount  provided  during  period. 
Debited  with  proportion  previously  reserved,  in  case  of 
discarding  or  sale  of  fixed  assets. 

Investment  Accounts 

In  the  case  of  a  corporation,  capital  stock  and  surplus  ac- 
counts. In  the  case  of  individual  or  partnership,  the 
respective  investment  accounts. 

In  the  accounts  herein  provided  no  provision  is  made  for  de- 
preciation of  stock.  This  is  ignored  for  the  reason  that  in  order 
to  follow  out  the  detail  of  this  system  it  is  necessary  to  carry  the 
control  inventory  at  actual  cost.  In  case  of  a  desire  to  provide  for 
losses  on  obsolete  stock  an  entry  can  be  made  debiting  depreciation 
on  stock  and  crediting  a  reserve  account,  thereby  not  affecting 
the  actual  inventory  cost  records. 

In  determining  the  departmental  profit  and  loss  it  is  an  easy 
matter  to  allocate  the  expenses  incurred  against  the  various  de- 
partments. In  this  arrangement  of  accounts  we  already  have  an 
actual  gross  profit,  so  the  problem  confronting  us  is  the  distribu- 
tion of  the  overhead  to  the  departments. 

Rent  should  be  allocated  in  the  proportion  of  space  occupied 
by  each  kind  of  merchandise.  The  distribution  of  buying  salaries 
and  expenses  can  be  determined  from  the  time  spent  on  pur- 
chasing each  kind  of  merchandise,  and  the  cost  of  sales  method 
would  no  doubt  provide  a  correct  basis  for  distribution  of  depart- 
mental overhead. 

F.  M's.  distribution  can  also  be  easily  determined  in  accord- 
ance with  the  merchandise  on  which  P.  M's.  were  paid.  Taxes 
and  insurance  should  be  distributed  on  the  basis  of  the  value  of 
each  kind  of  merchandise  used  in  calculating  taxable  or  insurable 
values. 

In  short,  all  expense  that  can  be  distributed  departmentally  on 
a  known  basis  should  present  no  great  problem,  albeit  it  may 
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necessitate  some  clerical  labor,  and  the  other  expenses  can  be 
distributed  on  the  cost-of-sales  basis  as  perhaps  the  best  method. 

Thus  actual  profits  in  all  departments  can  be  determined 
and  will  afford  the  management  a  greater  insight  to  operations 
than  if  handled  loosely.  It  is  essential  to  discontinue  the  unprofit- 
able elements  of  a  business  and  specialize  on  the  more  profitable 
items. 

The  most  essential  part  of  the  foregoing  plan  of  accounts  is 
the  stock  sheets,  which  will  enable  the  management  to  keep  in 
close  touch  with  the  moving  of  styles  and  will  prevent  any  undue 
accumulation.  Strict  adherence  to  the  detail  outlined  will  produce 
results  and  will  fully  warrant  any  added  expenditure  for  clerical 
assistance. 


Accounting  for  an  Export  House* 

BY  MAXWELL  SHMERLER 

The  methods  employed  in  carrying  on  an  export  business 
differ  radically  from  those  of  ordinary  mercantile  or  manu- 
facturing business.  As  a  result  the  accounting  system  and  pro- 
cedure present  many  peculiar  features  worthy  of  special  consid- 
eration. 

All  export  business  may  be  generally  classified  in  the  follow- 
ing groups: 

1.  Concerns  carrying  on  a  general  export  business,  extend- 
ing credit  to  their  foreign  customers. 

2.  Concerns  limiting  their  operations  by  withholding  credits 
and  selling  for  cash  against  shipping  documents  only. 

3.  Export    operations   carried    on    as    a   department    of    a 
mercantile  or  manufacturing  concern,  in  which  case  the  business 
may  be  operated  under  either  the  first  or  second  plan. 

The  present  discussion  will  concern  itself  solely  with  con- 
sideration of  the  first  of  the  above  groups,  because  of  its  broader 
scope. 

A  brief  outline  of  the  business  procedure  with  special  em- 
phasis on  the  points  of  peculiarity  is  presented  for  the  better 
understanding  of  the  subject. 

The  commodities  handled  by  the  general  export  house  rep- 
resent products  of  every  conceivable  nature.  This  necessitates 
the  keeping  of  accurate  records  of  sources  of  supply,  properly 
catalogued  by  name  of  product  and  source. 

The  method  of  handling  the  order  does  not  differ  much  from 
that  employed  in  other  businesses,  except  that  the  routine  involved 
in  dealing  with  export  orders  carries  with  it  certain  technicalities 
peculiar  to  itself. 

As  a  result  of  solicitation  or  circularization,  the  foreign 
customer  sends  in  his  requirements  for  commodities  and  invites 
quotations.  At  this  point  the  records  of  sources  mentioned  above 
become  the  most  important  factor  in  the  promotion  of  business. 

*A  thesis  presented  at  the  November,  1919,  examinations  of  the  American  Institute 
of  Accountants. 
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These  records  should  readily  show  where  such  goods  can  be 
obtained  at  the  cheapest  possible  price,  in  order  to  meet  competi- 
tion, which  in  the  nature  of  the  business  is  very  keen. 

As  soon  as  the  order  is  accepted,  purchase  orders  are  issued 
for  the  goods  with  shipping  instructions  to  deliver  at  a  designated 
point  near  the  specified  steamship. 

The  shipping  department  calls  for  the  most  technical  know- 
ledge and  information.  However,  for  present  purposes  it  suffices 
to  point  out  merely  that,  as  a  general  rule  where  the  shipping  and 
traffic  departments  are  combined,  that  department  should  be 
equipped  with  records  and  files  whereby  all  orders  and  purchases 
for  such  orders  can  be  classified  as  to  time  of  delivery,  destina- 
tion, etc.  In  many  instances  it  may  also  be  necessary  to  arrange 
the  orders  under  the  name  of  the  steamer  by  which  they  are  to  be 
shipped.  This  is  necessary  to  center  attention  on  orders  to  be 
shipped  on  one  steamer  so  as  to  avoid  leaving  parts  of  orders 
behind. 

When  the  goods  are  shipped  and  charged,  a  draft  is  drawn 
for  the  amount  of  the  invoice  and  forwarded  through  the  bank 
for  the  customer's  acceptance  or  payment. 

Generally  time  drafts  run  from  60  to  120  days  or  over.  A 
common  practice  is  to  draw  30  or  6o-day  sight  drafts.  This 
means  that  the  drafts  are  due  30  or  60  days  after  they  are  ac- 
cepted. These  drafts  are  presented  for  acceptance  when  the 
goods  reach  their  destination.  Thus,  allowing  from  30  to  60  days 
for  delivery,  the  actual  credit  may  extend  for  a  period  even  longer 
than  1 20  days. 

In  the  case  of  a  business  of  considerable  volume,  it  becomes 
necessary,  therefore,  to  resort  to  special  bank  credits.  The  com- 
mon practice  in  such  circumstances  is  to  borrow  from  banks, 
placing  with  them  as  collateral  drafts  receivable  for  collection. 
Collections  made  by  banks  are  credited  to  a  special  account,  from 
which  the  loans  are  deducted  when  due. 

From  the  foregoing,  it  may  be  seen  that  the  matters  of  great- 
est concern  from  the  accounting  point  of  view  are  the  purchases 
and  drafts  receivable. 

PURCHASES 

Without  minimizing  the  importance  of  stock  records  for  any 
business,  it  may  be  stated  safely  that  in  no  case  is  a  properly 
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controlled  stock  system  more  urgently  needed  than  in  an  export 
business.  The  chances  for  clerical  errors  involving  losses  are 
greater  in  an  export  business  operating  without  a  stock  system 
than  in  a  trading  or  manufacturing  concern  in  similar  circum- 
stances. While,  for  example,  in  the  latter  case,  charges  to  cus- 
tomers are  made  and  checked  with  the  actual  physical  merchan- 
dise, in  the  former  case  all  charges  must  be  made  from  creditors' 
invoices.  Thus,  should  invoices  be  lost  or  mislaid,  the  shipment 
is  liable  to  go  forward  with  items  uncharged. 

While  stock  systems  are  always  highly  desirable,  it  must  be 
recognized  that  there  are  conditions  in  certain  cases  which  make 
a  properly  controlled  stock  system  impossible.  This,  however, 
is  not  true  of  export  trading.  Here  a  stock  system  falls  directly 
in  line  with  a  good  accounting  system,  because  it  is  based  upon 
the  following  simple  propositions : 

1.  All  purchases  are  for  specific  orders.     Goods  of  similar 
kinds  are  not  merged  and  do  not  lose  their  identity. 

2.  All  shipments  to  customers  are  made  from  such  identified 
purchases. 

3.  The  balance  of  purchases  which  have  not  been  shipped 
and  charged  to  the  customers  represents  the  stock  inventory  on 
hand  at  any  given  time. 

The  above  facts  are  brought  into  the  books  in  the  following 
manner : 

All  purchase  invoices  are  entered  in  a  voucher  register. 

The  total  of  the  merchandise  column  in  the  voucher  register 
is  posted  to  the  debit  of  the  inventory  account  and  the  total  of 
cost-of-goods-sold  column  of  the  sales  journal  is  posted  to  the 
debit  of  cost  of  goods  sold  and  to  the  credit  of  the  inventory 
account.  The  balance  of  the  inventory  account  represents  the 
purchases  unshipped.  A  detailed  list  of  all  items  in  support 
of  such  inventory  is  then  made  by  listing  in  the  voucher  register 
all  merchandise  items  that  have  no  posting  under  the  column 
"charged."  Thus  from  the  voucher  register  we  obtain  two  lists — 
the  unpaid  vouchers  and  the  uncharged  purchases,  both  of  them 
operating  upon  the  same  principle. 

The  form  on  page  109,  while  intended  merely  to  illustrate  the 
principles  involved,  will  also  be  found  to  be  practical  in  most 
instances.  For  example,  in  addition  to  the  above  it  may  also 
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be  desirable  to  keep  a  separate  account  with  each  shipment,  show- 
ing in  detail  all  costs  and  charges.  This  can  easily  be  accom- 
plished with  the  assistance  of  the  system  outlined  above. 

It  is  essential  that  the  sales  journal  be  so  arranged  as  properly 
to  classify  the  amount  of  the  sale.  The  most  important  classifi- 
cations necessary  from  the  accounting  point  of  view  are  the 
following : 

Merchandise. 

Shipping  expenses — such  as  packing,  consular  fees,  etc. 

Commission  charges. 

Interest  charges. 

All  vouchers  for  purchases  for  orders  are  entered  in  the  mer- 
chandise column.  When  goods  are  shipped  and  charged,  the  date 
charged  and  sales  book  folio  are  entered  on  the  line  upon  which 
appears  the  purchase,  at  the  same  time  posting  the  amount  of 
the  purchase  against  the  charge  for  it  in  the  sales  book.  For  that 
purpose,  the  sales  book  should  be  arranged  as  in  form  2  (page  1 1 1) . 

The  first  of  these  only  represents  the  income  from  sales. 
Shipping  expenses  are  advanced  for  the  customer  and  charged 
on  the  bill  in  the  same  form  as  paid.  The  interest  and  commis- 
sion, however,  represent  separate  income  and  should  so  appear 
on  the  books. 

When  for  various  reasons  the  classifications  cannot  be  carried 
through  the  sales  journal  (in  case,  for  example,  the  sales  journal 
consists  of  copies  of  the  invoices  filed  in  a  binder),  a  sales 
register  properly  arranged  to  give  effect  to  the  above  plan  should 
be  used. 

DRAFTS  RECEIVABLE 

A  matter  of  equal,  if  not  greater,  Importance  is  the  proper 
method  of  accounting  for  the  drafts  receivable.  In  a  general 
way,  the  handling  of  such  drafts  has  been  explained  already.  The 
drafts  in  their  relation  to  the  loans  made  against  them  may  be 
further  explained  as  follows : 

Loans  on  drafts  are  made  in  one  of  three  ways : 

1.  Drafts  sold  to  banks  under  the  usual  form  of  discount. 

2.  Loans  made  against  individual  drafts  up  to  a  fixed  per- 
centage of  the  face  value. 

3.  Loans  made  on  an  aggregate  of  drafts  deposited  with 
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the  bank  for  collection,  in  which  case  the  bank  is  not  compelled 
to  apply  the  collection  of  a  certain  draft  against  the  specific  loan 
made  thereon. 

In  the  case  of  drafts  discounted,  the  accounting  procedure 
is  simple.  The  ledger  accounts  should  clearly  indicate  and  differ- 
entiate between  the  drafts  in  possession  and  those  for  which  there 
is  a  contingent  liability.  The  three  accounts  necessary  to  give 
effect  to  this  method  of  procedure  are  drafts  receivable,  drafts 
receivable  under  discount  and  drafts  receivable  discounted. 

The  account  drafts  receivable  should  contain  all  the  drafts 
unsold.  The  account  drafts  receivable  under  discount  should 
represent  all  drafts  discounted  at  banks,  against  which  the  off- 
setting account  is  drafts  discounted,  showing  the  extent  of 
the  contingent  liability. 

With  regard  to  the  first  and  second  group,  it  may  be  said 
generally  that  the  manner  in  which  those  drafts  are  treated 
corresponds  closely  to  what  is  generally  known  in  other  business 
as  discounting  customers'  accounts. 

In  many  cases  it  is  found  that  a  combination  of  the  second 
and  third  method  of  financing  the  draft  is  employed.  The  use 
of  either  one  will  depend  entirely  upon  financial  arrangements 
with  the  banks.  It  is  not  customary  for  one  bank  to  handle  such 
drafts  under  both  methods. 

Form  3  (page  113)  illustrates  the  information  generally  neces- 
sary in  regard  to  such  drafts,  as  well  as  the  proper  means  of  giving 
effect  to  all  the  facts  on  the  ledger. 

This  form  is  to  be  used  both  as  a  book  of  original  entry  and 
as  a  ledger. 

It  is  desirable  that  the  book  be  in  loose-leaf  form  and  that 
all  drafts  placed  for  collection  with  a  certain  bank  be  entered 
under  the  account  of  such  bank.  This  is  necessary  for  the  pur- 
pose of  gathering  all  information  relative  to  drafts  held  and 
loans  made  by  each  bank. 

The  general  information  required  from  the  drafts  receivable 
register  will  seldom  be  more  than  that  provided  on  form  3. 
It  will  be  noted  that,  contrary  to  usual  forms  covering  similar 
transactions,  the  tickler  is  eliminated.  The  reason  is  that  in 
the  majority  of  instances  the  exact  due  date  is  not  known.  As 

112 


Accounting   for   an    Export   House 


The   Journal    of    Accountancy 

previously  explained,  most  drafts  are  issued  at  30  or  60  days  from 
sight.  The  experience  of  exporters  is  that  in  some  places  it  is, 
the  business  custom  to  examine  the  goods  before  accepting  the 
draft.  Thus,  the  New  York  office  learns  the  exact  due  date 
only  when  it  is  informed  by  the  foreign  correspondent  of  the  date 
of  acceptance.  For  this  reason  it  is  useless  further  to  burden  this 
book  with  rulings  that  in  all  likelihood  will  not  be  used. 

This  form  consists  of  three  sections.  The  first  is  that  covered 
by  the  columns  under  "amount  of  draft."  The  individual  items 
under  this  column  are  posted  to  the  credit  of  the  customer's  ac- 
count and  the  total  of  the  column  is  posted  at  the  end  of  the 
month  in  the  general  ledger  to  the  debit  of  the  account  under  the 
heading  "notes  receivable  for  collection  at  banks." 

The  second  section  of  this  book  deals  with  the  payment  of 
drafts.  The  information,  so  far  as  the  drafts  receivable  register 
is  concerned,  is  simple.  All  the  facts  required  are  date  of  pay- 
ment, folio  from  which  amount  is  posted  and  amount  of  draft. 
The  source  from  which  this  information  is  gathered  is,  however, 
very  important.  A  proper  form  is  submitted  and  explained  later. 

The  third  section  of  the  book  is  designed  to  cover  all  cases  in 
which  loans  are  made  against  specific  drafts.  It  is  advisable  that 
in  such  cases  each  draft  should  show  clearly  the  entire  history 
of  the  transaction,  so  that  when  a  draft  is  paid  the  record  will 
show  that  the  bank  has  been  paid  for  the  loan.  This  will  make 
it  possible  to  prepare  at  any  time  a  detailed  list  of  all  drafts  held 
by  the  bank  and  the  net  equity  in  each  of  such  drafts.  When 
the  financing  of  the  drafts  is  done  on  the  basis  of  group  3,  as 
explained  above,  the  last  section  of  this  form  is  useless. 

Form  4  (page  115)  shows  clearly  the  method  of  gathering  all 
the  information  and  recording  it  for  the  purpose  of  the  general 
ledger  accounts. 

The  use  of  a  special  form  for  this  purpose  is  necessitated  by 
the  special  circumstances.  According  to  usual  custom,  when 
notes  are  collected  by  the  bank  the  customer  receives  credit  on 
his  regular  account.  In  the  cases  under  consideration,  however, 
such  collections,  as  explained  before,  are  held  in  a  special  ac- 
count for  the  purpose  of  meeting  the  various  loans  made  against 
drafts,  and  only  the  surplus  in  such  special  accounts  is  transferred 
to  the  regular  account. 

114 


Accounting   for   an    Export   House 


H55 


The   Journal    of   Accountancy 

This  form  is  self-explanatory.    It  is  based  upon  the  following 
journal  entries: 

When  the  bank  notifies  the  office  that  a  certain  draft  is  col- 
lected 

Debit  special  bank  account  with  net  cash  collected. 
Debit  exchange  or  other  expenses  incident  thereto. 
Credit  drafts  receivable  for  collection  with  bank. 
Credit  interest  received. 

If  this  transaction  also  involves  the  clearing  of  a  specific 
loan  against  a  draft,  the  entry  is 

Debit  loans  payable  secured  by  drafts. 

Credit  special  bank  account. 

The  general  ledger  accounts  for  drafts  and  loans  against 
drafts  are  as  follows : 

1.  Drafts  receivable  at  banks   for  collection. 

This  represents  all  the  drafts  receivable  outstanding.  The 
information  for  this  account  is  posted  as  to  the 

Debit  (a)   from  the  drafts  receivable  register  at  the  end 
of  the  month. 

Debit   (b)    from  the  drafts  receivable  clearance  journal 
representing  any  drafts  returned  unpaid. 

Credit  from  the  drafts  receivable  clearance  journal,  the 
total  of  the  credit,  drafts  receivable  column. 

2.  Special  bank  account. 

This  account  is  debited  from  the  drafts  receivable  clearance 
journal  with  all  collections  of  drafts  and  credited  with  any  repay- 
ments of  loans,  so  that  the  net  balance  of  this  account  at  any  one 
point  represents  the  actual  cash  held  by  the  bank  from  collection 
of  drafts  against  its  loans. 

3.  Loans  payable  secured  by  notes. 

This  account  should  represent  all  loans  made  against  drafts, 
the  credit  being  by  cash  and  the  debit  generally  by  an  entry  trans- 
ferring the  cash  held  in  the  special  account  against  the  loan. 

Emphasis  is  laid  upon  the  nature  of  these  accounts  and  the 
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necessity  of  stating  them  as  outlined  above  on  the  ledger,  for  the 
very  good  reason  that  correct  accounting  principles  require  that 
they  be  so  stated.  In  the  ordinary  course  of  events,  however, 
when  transactions  are  numerous,  it  is  also  necessary  to  provide 
an  export  office  with  the  proper  subsidiary  records — otherwise  the 
auditor  is  at  a  great  disadvantage  in  the  preparation  of  his 
reports. 
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BY  HAROLD  C.  JORDAN 

The  product  of  woodworking  industries  is  of  wide  variety 
and  frequently  the  particular  product  manufactured  requires  spe- 
cially planned  accounts  to  meet  the  peculiarities  of  the  business. 
The  subject  of  veneer  manufacturing  is  an  instance  illustrating 
special  requirements. 

The  product  of  the  industry  consists  either  of  single  pieces  of 
veneer  a  fractional  part  of  an  inch  in  thickness  or  pieces  glued 
together  in  such  a  way  that  they  form  panels  of  two  or  three 
layers  of  veneer.  The  number  of  layers  forming  a  panel  is  indi- 
cated by  the  terms  two-ply,  three-ply,  etc.  In  manufacturing  the 
two-ply  panels,  one  of  the  two  pieces  of  veneer  used  is  called  the 
face  and  the  other  the  back.  In  the  case  of  three-ply  panels  the 
pieces  are  called  the  face,  the  center  and  the  back.  Ordinarily  the 
quality  of  wood  used  for  the  faces  is  better  than  for  either  the 
backs  or  centers.  Many  pieces  of  veneer  break  with  the  grain  of 
the  wood  in  the  drying  process  and  these  broken  pieces  are  sorted 
and  fitted  together  so  that  they  form  centers  when  bound  with 
adhesive  paper  tape. 

The  product  is  sold  by  the  piece  and  the  prices  per  piece  range 
upward  according  to  the  square  measure,  thickness  of  stock,  num- 
ber of  ply  and  variety  of  wood  in  each  piece.  In  order  to  fix 
prices  for  competitive  quotations  it  can  be  readily  understood  that 
some  method  for  obtaining  the  cost  of  manufacturing  pieces  of 
veneer  of  varying  measurements  and  quality  is  essential.  A  de- 
scription of  such  a  method  and  the  manner  of  weaving  it  into,  the 
general  accounting  will  form  the  principal  part  of  this  discussion 
of  the  subject  matter. 

The  accounts  in  the  general  ledger  should  include  those  usual 
to  a  manufacturing  system  of  accounts.  Accounts  should  also  be 
kept  representing  in-process,  stock  in  stores,  sales,  cost  of  sales 
and  overhead. 


*  A  thesis  presented  at  the  May,  1920,  examinations  of  the  American  Institute  of 
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Before  taking  up  the  details  of  collecting  cost  data  it  may 
be  well  to  present  a  brief  description  of  the  material  and  opera- 
tions entering  into  the  manufacture  of  veneer. 

Material  used  consists  principally  of  logs.  The  logs  are  some- 
times acquired  by  purchase  in  the  market  or  they  may  be  cut  from 
the  company's  own  timberland.  The  logs  are  yarded  in  the  mill 
yard  and  brought  into  the  mill  as  they  are  needed  for  work  orders. 
Glue,  sandpaper  and  tape  are  other  materials  used. 

Not  many  operations  are  necessary  in  manufacturing  veneer. 
The  logs  are  brought  into  the  mill,  sawed  into  bolts,  the  bark 
removed  and  the  bolts  placed  in  a  steam  vat  for  steaming.  After 
the  process  of  steaming  is  completed  the  bolts  are  taken  out  of 
the  vat  and  placed  in  a  veneer  machine  which  turns  off  long  strips 
of  veneer  of  whatever  thickness  is  desired.  The  strips 
of  veneer  are  then  cut  into  square  or  oblong  pieces  by  a  cutting 
machine.  Drying  is  the  next  process.  When  the  pieces  of  veneer 
are  taken  from  the  dryer  they  are  placed  on  trucks  and  either 
carried  to  the  stock  room  or  sent  directly  to  the  gluer  for  making 
into  ply  stock.  Pressing,  sanding,  sizing,  taping  and  crating  are 
the  only  other  important  operations  which  need  be  mentioned. 

For  cost  accounting  purposes  a  work-order  number  should 
be  given  each  lot  of  veneer  or  panels  to  be  manufactured.  The 
work-order  sheet  should  be  in  duplicate,  one  copy  for  the  super- 
intendent and  one  for  the  office.  If  veneer  stock  is  manufactured 
in  anticipation  of  prospective  demand,  authorization  numbers 
should  be  used  and  entered  on  work  orders  to  designate  an  ag- 
gregation of  product  that,  it  has  been  determined,  it  is  desirable  to 
manufacture.  The  work  orders  with  appropriate  numbers  and 
descriptions  should  be  retained  in  the  office  and  superintendent's 
files  awaiting  the  time  when  the  superintendent  wishes  to  start 
work. 

Time  and  material  tickets  should  be  used  as  a  medium  for 
collecting  cost  information  in  the  mill.  For  the  purpose  of  illus- 
trating as  clearly  as  possible  the  use  of  these  tickets  as  they  pass 
through  the  mill  let  us  assume  a  work  order  issued  for  the  manu- 
facture of  100  pieces  of  oak  veneer  of  specified  thickness  and 
other  measurements.  Since  the  logs  require  steaming  before  they 
are  ready  for  the  veneer  machine  there  will  be  two  sets  of  tickets 
used  before  completion  of  the  order.  The  first  set  will  be  used 
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in  bringing  the  logs  into  the  mill,  scaling,  sawing,  barking  and 
steaming.  The  second  set  will  be  used  in  taking  the  logs  from  the 
steam  vat,  turning  off  strips  of  veneer,  cutting  the  strips  into 
lengths,  running  them  through  the  dryer,  sorting  on  the  trucks, 
taking  the  count  and  transferring  to  the  stock  room. 

When  work  is  started  on  the  order  the  superintendent  takes  a 
time  and  material  ticket,  enters  thereon  the  work  order  number, 
the  workman's  name  or  number  and  the  operation,  with  the  date. 
In  columns  or  spaces  provided  on  the  ticket  the  workmen  will 
enter  the  time  started  and  stopped  and  the  number  or  class  of 
machine  used,  if  a  machine  is  used.  If  more  than  one  machine 
is  used  by  a  workman,  the  time  started  and  stopped  should  be 
entered  for  each  machine. 

The  only  material  used  which  will  enter  into  the  product  under 
the  first  set  of  tickets  will  be  logs.  In  order  to  account  for  this 
material  a  tally  sheet  should  be  provided  and  the  number  of  feet 
in  each  log  that  is  brought  in  for  the  work  order  should  be  entered 
thereon.  Of  course,  this  will  necessitate  scaling  each  log  as  it 
enters  the  mill.  The  information  shown  on  this  tally  sheet  is  to  be 
transferred  in  total  to  the  time  and  material  ticket  of  the  work- 
man who  saws  the  logs,  entering  it  in  space  provided  for  with- 
drawn from  stores. 

Under  the  second  set  of  tickets  the  man  and  machine  hours 
should  be  accounted  for  in  the  same  manner  as  under  the  first 
set.  The  man  in  charge  of  the  dryer  or  his  assistant  should  be 
provided  with  a  production  card.  As  the  veneer  is  taken  from 
the  dryer  and  piled  on  trucks  the  defective  and  broken  pieces 
should  be  sorted  out  and  record  should  be  made  on  the  produc- 
tion card  showing  the  number  of  pieces  finished,  both  perfect  and 
defective.  When  the  work  order  is  completed  the  total  number 
of  pieces  finished  as  shown  by  this  production  card  is  to  be 
transferred  to  the  time  and  material  ticket  of  the  workman  in 
charge  of  the  dryer,  entering  the  information  in  space  provided 
for  "pieces  finished"  or  "pieces  defective."  It  probably  would 
be  advisable  to  have  the  log  tally  and  production  sheets  turned 
in  to  the  superintendent  for  transferring  totals  to  tickets  rather 
than  to  depend  upon  the  workmen.  The  time  and  material  tickets 
are  turned  in  to  the  superintendent  daily. 
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The  superintendent,  having  entered  the  information  from  the 
tickets  on  his  copy  of  the  work  order,  turns  them  over  to  the  book- 
keeper, who  enters  the  man  rate  per  hour  at  the  head  of  the 
ticket,  man  rate  including  overhead  in  the  man-rate  column,  ma- 
chine rate  in  the  machine-rate  column,  the  total  cost  per  hour  in 
the  rate  column  and  prices  of  material  withdrawn  from  stores  in 
the  space  provided  therefor.  The  total  cost  amount  of  labor  and 
material  is  then  computed  and  carried  out  for  entry  on  the  office 
copy  of  the  work  order. 

The  bookkeeper  should  enter  on  the  stores  card  the  record  of 
units  of  material  withdrawn.  This  stores  card,  of  course,  fur- 
nishes information  as  to  the  cost  price  to  be  entered  on  the 
ticket.  Having  made  the  stores  card  record  the  bookkeeper  should 
refer  to  the  office  copy  of  the  correspondingly  numbered  work 
order  and  enter  thereon  the  date  started,  total  labor  cost  and 
material  cost. 

In  order  to  obtain  a  general  summary  of  the  time  and  ma- 
terial tickets,  from  which  debits  and  credits  to  the  general  ledger 
may  be  recorded,  a  distribution  record  should  be  provided.  This 
record  may  be  called  "time  and  material  distribution  record." 
Headings  of  columns  in  this  record  should  be  date,  ticket  number, 
work-order  number,  in-process  amount,  "A"  expense,  "B"  ex- 
pense, "C"  expense,  "D"  expense,  sundries,  stores  and  material, 
man  hours  cost,  amount  man  overhead,  machine  overhead,  man 
number  or  name  and  time. 

In  further  explanation  of  the  time  and  material  distribution 
record,  the  ticket  number  column  is  to  contain  a  complete  series 
of  numbers  for  each  day's  tickets,  commencing  with  No.  I.  The 
in-process  amount  column  is  to  contain  the  total  cost  of  time  and 
material  shown  by  the  ticket  chargeable  to  a  work  order.  The 
total  of  this  column  at  the  end  of  each  month  should  be  posted 
to  the  debit  of  in-process  account  in  the  general  ledger.  The  col- 
umns headed  "A,"  "B,"  "C"  and  "D"  should  contain  the  total 
cost  which  is  chargeable  to  one  or  more  of  the  expenses  repre- 
sented by  those  letters  and  monthly  totals  of  the  columns  should 
be  posted  to  the  debits  of  their  accounts  in  the  general  ledger.  The 
sundries  column  should  contain  the  total  cost  of  any  ticket  charge- 
able to  such  accounts  as  new  machinery,  tools  and  building  im- 
provements. All  items  in  this  column  should  be  posted  at  the  end 
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of  each  month  to  the  debit  of  the  accounts  designated.  The 
stores  column  should  contain  the  total  cost  of  material  drawn 
from  stores  as  shown  by  the  tickets ;  and  at  the  end  of  the  month 
the  total  of  the  column  should  be  posted  to  the  credit  of  stores 
account  in  the  general  ledger.  In  the  man-overhead  column  should 
be  entered  the  amount  of  the  man  overhead  computed  according  to 
the  cost  on  the  ticket.  For  example,  assume  the  man-overhead 
rate  per  hour  to  be  20  cents  and  the  time  worked  three  and  one- 
half  hours — the  man  overhead  shown  on  the  ticket  would  be  three 
and  one-half  times  20  cents.  At  the  end  of  a  month  the  total  of 
this  column  should  be  credited  to  overhead  account  in  the  general 
ledger.  In  the  column  headed  machine  overhead  should  be  entered 
the  machine  overhead  amount  computed  according  to  cost  on  the 
ticket,  and  the  total  of  the  column  should  be  posted  each  month 
to  the  credit  of  overhead.  In  the  columns  headed  "man  number  or 
name"  the  total  hours  each  day  that  a  man  has  worked  should  be 
shown,  furnishing  the  information  for  entering  time  in  the  payroll 
book. 

It  has  already  been  shown  how  the  labor  and  material  in- 
formation accumulates  from  the  tickets.  When  the  superintendent 
reports  the  order  completed  the  material  and  labor  costs  which 
have  been  entered  on  the  office  copy  of  the  work  order  should  be 
added  together  and  divided  by  the  total  pieces  finished,  to  show  the 
aggregate  cost  and  per  piece  cost  to  be  entered  on  the  stores  card, 
properly  headed.  When  the  cost  is  entered  on  the  stores  card 
the  word  "entered"  should  be  written  on  the  work  order  and  the 
work  order  should  be  filed  in  its  proper  series  location  in  a  cabinet. 

The  totals  of  all  in-process  cards  thus  closed  into  stores  should 
be  footed  each  month  and  the  total  posted  to  the  debit  of  stores 
account  and  to  the  credit  of  in-process  account.  It  is  thus  evident 
that  all  active  work  orders  representing  the  stock  in  process  will 
be  combined  in  the  office  and  that  the  totals  of  cost  values  on 
these  cards  in  aggregate  should  correspond  with  the  amount  shown 
by  the  in-process  account  in  the  general  ledger. 

In  fixing  the  per  hour  overhead  cost  charge  to  manufacturing, 
estimates  are  necessary  when  first  starting  the  system.  To  illus- 
trate the  method  of  obtaining  these  estimated  figures  assume  the 
following : 

Overhead  expense,  including  indirect  labor  for  i  year, $40,000 

Sales,    i    year 360,000 
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Number  of  workmen  necessary  to  produce  $360,000  sales  value 

of  finished  product  in  a  year 50  men 

Number  of  eight  hour  days  necessary  to  work 250 

Multiplying  the  number  of  days  by  the  hours  per  day  and 
again  multiplying  by  the  number  of  men  working  result  in  100,000 
direct  hours.  Estimating  one-half  the  burden  to  be  machine  over- 
head and  that  machines  are  in  operation  one-half  the  time,  the 
resulting  rates  would  be  20  cents  per  hour  man  rate  and  40  cents 
per  hour  machine  rate.  The  machine  rate  should  be  distributed 
over  the  different  classes  of  machines.  For  example,  class  A 
machines  may  require  a  rate  of  15  cents  and  class  B  ma- 
chines a  rate  of  25  cents,  depending  upon  the  size  of  the  machine, 
constancy  of  use,  investment,  etc.  At  the  end  of  the  first 
month's  operation,  or  as  soon  as  definite  figures  can  be  obtained, 
adjustment  of  these  man  and  machine  overhead  rates  should  be 
commenced  in  order  that  they  may  be  brought  as  r  early  as  pos- 
sible into  accord  with  actual  results  instead  of  estimates.  By  the 
end  of  a  year  the  rates  should  be  established  so  that  they  will  very 
nearly  absorb  the  overhead  charges.  Of  course,  if  the  factory  oper- 
ates under  minimum  production  capacity,  it  will  be  necessary  to 
make  allowance  for  this  in  fixing  rates.  Under  such  conditions  part 
of  the  overhead  would  be  chargeable  to  under-capacity  loss  and 
should  not  be  carried  into  cost  of  the  product. 

Besides  finished  and  in-process  merchandise  stock,  the  stores 
cards  should  show  the  amount  on  hand  and  cost  value  of  all 
articles  and  material  used  in  the  factory.  When  invoices  are  re- 
ceived and  approved  the  merchandise  represented  therein  should 
be  entered  on  the  stores  cards  in  the  manner  indicated  by  the  card 
headings.  Withdrawal  of  stock  has  already  been  explained. 

The  stores  cards  should  be  frequently  proved  by  counting  the 
material  in  stock.  There  will  always  be  discrepancies  of  more 
or  less  amount  between  the  actual  amount  of  stores  and  the 
amount  shown  on  the  cards.  These  differences  should  be 
immediately  rectified  by  changing  the  card  figures  after  carefully 
rechecking  the  count. 

At  the  close  of  any  period  the  amount  by  which  the  stores 
cards'  aggregate  balance  total  disagrees  with  the  general  ledger 
stores  amount  should  be  adjusted  by  crediting  or  debiting  stores 
and  co:  ra  debiting  or  crediting  adjustment  account. 
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Sales  should  be  recorded  by  means  of  the  duplicate  bill  system. 
Upon  the  duplicates  the  bookkeeper  enters  the  cost  values  of  all 
items  and  totals  them.  The  duplicates  are  then  entered  in  the 
sales  register.  In  the  sales  register  the  total  amount  of  the  bill 
as  charged  to  the  customer  is  entered  in  the  sales  column.  The 
total  cost  is  entered  in  the  cost-of-sales  column.  The  total  of  all 
material  or  merchandise  that  was  withdrawn  from  stores  is  en- 
tered in  the  stores  column.  Any  articles  that  come  from  other 
sources,  such  as  machinery  and  tools,  should  be  entered  in  the 
sundries  column,  and  the  account,  such  as  machinery  and  tools, 
should  be  indicated. 

The  monthly  total  of  the  sales  column  should  be  entered  to  the 
debit  of  accounts  receivable  and  to  the  credit  of  sales  account  in 
the  general  ledger.  The  monthly  total  of  cost-of-sales  column 
should  be  entered  to  the  debit  of  cost-of-sales  account  in  the  gen- 
eral ledger.  The  monthly  total  of  stores  column  should  be  en- 
tered to  the  credit  of  stores  account  in  the  general  ledger.  All 
items  in  the  sundries  column  should  be  entered  to  the  credit  of  the 
various  accounts  indicated. 

In  a  complete  discussion  of  accounts  and  costs  for  the  manu- 
facture of  wood  veneer  there  would  be  many  details  which  have 
not  been  mentioned  in  this  paper,  but  it  is  believed  that  the  im- 
portant features  have  been  sufficiently  explained  to  enable  any 
minor  problems  that  might  arise  to  be  worked  out  with  compara- 
tive ease.  The  cost  data  brought  together  would  be  invaluable  in 
fixing  prices,  and  the  summarized  figures  in  the  monthly  state- 
ments from  the  general  ledger  containing  such  information  as  cost 
of  sales,  overhead,  under-capacity  loss,  etc,  would  afford  an  inter- 
esting and  profitable  study  for  the  manufacturer  who  is  endeavor- 
ing to  learn  how  to  direct  the  course  of  his  business  and  prevent 
waste. 
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BY  HENRY  G.  GREENFELD 

The  income-tax  regulations  (article  42  of  regulations  45) 
permit  dealers  engaged  in  the  sale  of  furniture  on  the  instalment 
plan  to  determine  their  incomes  by 

1.  considering  the  gross  profit  on  an  instalment  sale  as 
realized  at  the  time  the  sale  is  effected,  or 

2.  considering  only  such  part  of  the  gross  profit  on  an 
instalment  sale  as  realized  as  is  collected  in  cash. 

As  no  particular  problems  present  themselves  in  keeping  ac- 
counts in  accordance  with  the  first  method,  this  discussion  will 
be  confined  to  the  dealer  keeping  his  accounts  according  to  the 
second  method. 

The  original  record  of  sales  is  the  order  sheet  prepared  by  the 
salesman  making  the  sale.  The  order  sheet  should  be  prepared 
in  duplicate  so  that  the  original  may  serve  as  an  office  copy  and 
the  duplicate  as  a  combination  shipping  order  and  delivery  re- 
ceipt. Should  it  be  desired  to  supply  the  customer  with  a  copy 
of  the  order,  it  would,  of  course,  be  necessary  to  prepare  the 
order  in  triplicate,  but  this  is  not  a  customary  practice  in  the 
trade. 

The  sales  subdivide  themselves  into  three  classes:  cash  sales 
including  C.  O.  D.  sales,  charge  sales  and  instalment  sales. 

Cash  and  C.  O.  D.  sales  may  both  be  entered  in  one  cash 
sales  register,  which  should  have  column  headings  to  show 

1.  Register  number 

2.  Date 

3.  Customer 

4.  Address 

5.  Date  to  deliver 

6.  Amount  of  sale 

7.  Cash  sale 

8.  Deposit 

*  A  thesis  presented  at  the  May,  1920,  examinations  of  the  American  Institute  of 
Accountants. 
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9.  Balance  due 

10.  Date  delivered 

11.  Balance  collected 

Should  the  C.  O.  D.  sales,  however,  be  numerous,  it  would  be 
advisable  to  keep  them  in  a  separate  C.  O.  D.  register.  In  hand- 
ling cash  and  C.  O.  D.  sales  the  sales  should  be  registered,  the  cash 
turned  over  to  the  cashier  and  the  sales  slips  stamped  so  as  to 
show  whether  they  are  cash  sales  or  C.  O.  D.  sales.  The  original 
slips  should  then  be  turned  over  to  the  bookkeeping  department 
and  the  duplicates  to  the  shipping  department. 

In  the  case  of  charge  and  instalment  sales,  the  credit  depart- 
ment will  be  called  to  pass  on  the  sale  before  any  further  action 
is  taken.  Should  this  department  approve  the  sale,  notation  of 
that  fact  should  be  made  on  all  copies  of  the  sales  order;  the 
necessary  leases  or  mortgages  should  be  drawn,  signed  by  the 
customer;  the  sale  should  be  registered  in  the  charge  and  instal- 
ment sales  register;  and  any  cash  deposit  on  the  sale  should  be 
turned  over  to  the  cashier.  The  duplicate  copy  of  the  sales  order 
may  then  be  turned  over  to  the  shipping  department  and  the  orig- 
inal to  the  bookkeeping  department.  The  charge  and  instalment 
sales  register  should  be  headed  to  show 

1.  Register  number 

2.  Date 

3.  Customer 

4.  Address 

5.  Date  to  deliver 

6.  Amount  of  sale 

7.  Charge  sale 

8.  Instalment  sale 

9.  Deposits  on  sales 

10.  To  collect  on  sales 

11.  Date  delivered 

12.  Amount  collected 

The  sales  should  be  checked  against  the  shipping  orders  and 
the  records  of  the  shipping  department  as  well  as  the  cashier's 
record  regularly,  so  as  to  complete  the  record  as  contained  in 
the  sales  registers. 

Upon  receipt  of  the  duplicate  shipping  order,  the  shipping 
department  should  call  for  the  furniture  from  the  stock  clerk 
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and  prepare  the  necessary  route  lists.  Should  the  stock  clerk  be 
unable  to  supply  all  the  furniture  required,  that  fact  should 'be 
noted  on  the  original  shipping  order  and  a  short-shipment  ticket 
in  duplicate  should  be  prepared,  one  copy  of  which  should  go  to 
the  office  and  the  other  be  retained  by  the  stock  clerk  until  the 
furniture  becomes  available  and  is  shipped. 

There  should  be  kept  in  the  shipping  department  a  continu- 
ous record  of  all  shipments  made,  showing 

1.  Date 

2.  Cash  sale  register  number 

3.  Charge  and  instalment  sale  register  number 

4.  Name 

5.  Address 

6.  Amount  to  collect 

7.  Name  of  driver 

8.  Time  left 

9.  Receipt  returned 
10.  Remarks 

Should  any  shipment  be  refused  by  the  customer,  notation 
should  be  made  by  the  driver  on  the  shipping  order  and  turned 
in  to  the  shipping  department,  which  should  cause  to  be  prepared 
a  credit  memorandum  covering  the  items  refused.  This  credit 
memorandum  should  be  checked  by  the  stock  clerk  at  the  time  he 
replaces  the  furniture  in  stock  and  should  be  approved  by  some 
one  in  authority  before  being  passed  to  the  books.  This  depart- 
ment should  prepare  daily  and  turn  in  to  the  office  a  list  of  all 
shipments  made  and  C.  O.  D.'s  collected. 

Detail  records  should  also  be  kept  in  this  department  of  loads 
carried  by  individual  trucks,  miles  run  and  cost  of  operating  the 
trucks  so  as  to  form  a  basis  for  comparison  of  the  work  done 
by  the  several  trucks  in  use. 

No  merchandise  should  be  accepted  for  return  except  when 
authorized  by  the  issuance,  by  the  office,  of  a  "bring-back"  ticket. 
Returns  of  current  year  sales  should  be  segregated  from  de- 
faults and  returns  of  prior  year  sales  and  be  entered  in  a  return 
register.  , 

The  handling  of  defaults,  allowance  and  returns  of  prior  years 
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is  a  troublesome  one,  as  it  is  necessary  to  assemble  the  follow- 
ing information  with  respect  to  each  entry. 

1.  Amount  of   sale 

2.  Cost  of  goods  sold 

3.  Amount  of  profit  to  be  realized 

4.  Cash  collections  prior  years,  yearly 

5.  Cash  collections  current  year 

6.  Profits  reported  in  prior  years,  yearly 

7.  Amount  to  be  charged  to  unrealized  gross  profits  on 
instalment  sales 

8.  Present   value  of  merchandise  repossessed 

9.  Amount  to  be  charged  to  realized  profits  on  instalment 
sales 

10.  Amount  to  be  credited  to  customer 

By  indicating  the  above  on  each  credit  memorandum,  however, 
it  becomes  possible  to  summarize  the  totals  in  a  special  defaults 
journal  and  place  the  facts  on  the  books.  The  defaults  journal 
should  be  headed  as  follows : 

1.  Date 

2.  Credit  memorandum  register  number 

3.  Name 

4.  Folio 

5.  Amount  of  sale 

6.  Cost  of  goods  sold 

7.  Amount  of  profit  to  be  realized  (col.  1-2) 

8.  Cash  collections  prior  years 

9.  Cash  collections  current  year 

10.  Profits  reported  in  prior  years 

11.  Amount  to  be  charged  to  unrealized  gross  profit  on 
instalment  sales  (col.  7-10) 

12.  Present  value  of  merchandise  repossessed 

13.  Amount  to  be  charged  to  realized  profits  on  instalment 
sales  (col  6  +  10  —  (col  8  -f-  9  -j-  12) 

14.  Amount  to  be  credited   to   customers    (col    II    -f    I2 
+  13) 

The  cash  records  consist  of  the  collectors'  daily  and  weekly 
reports,  cashier's  daily  sheets,  the  cash  receipts  book  and  the 
cash  disbursements  book.  Collectors  should  be  required  to  turn  in 
a  daily  report  with  their  cash  collections.  These  reports  after 
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being  checked  by  the  cashier  should  be  numbered  consecutively, 
listed  in  the  cashier's  daily  sheets  and  turned  over  to  the  book- 
keeping department  before  being  filed  permanently.  In  addition, 
collectors  should  be  required  to  turn  in  a  weekly  report  covering 
total  cash  collected  by  them  during  the  week.  This  report  should 
be  handed  in  either  to  the  collection  or  credit  manager,  dependent 
on  which  one  is  in  charge  of  collections,  so  as  to  enable  him  to 
judge  the  ability  of  the  collectors.  The  cashier's  sheets  which 
contain  a  complete  record  of  all  cash  collections  made  by  the 
collectors  should  be  numbered  consecutively,  proven  with  the  daily 
deposit,  summarized  in  the  cash  receipts  book,  and  then  turned 
over  to  the  bookkeeping  department.  Cash  registers  in  the  cash- 
ier's department  will  be  found  useful  and  will  provide  an  addi- 
tional safeguard  for  the  cash. 

The  cash  receipts  may  be  audited  by  comparison  of  the  daily 
deposits  with  the  daily  receipts  and  a  check  of  the  cashier's 
sheets  against  the  collectors'  daily  and  weekly  reports,  the  cash 
sales  register,  the  charge  and  instalment  sales  register,  the  orig- 
inal sales  slips,  the  cash  register  and  the  shipping  department 
records. 

The  cash  disbursements  book  is  a  simple  one  and  does  not  re- 
quire any  particular  comment. 

With  reference  to  the  charge  and  instalment  accounts,  it  is 
important  that  they  be  kept  posted  continuously  up-to-date.  When 
posting  sales  to  these  accounts,  "soft  sales,"  i.  e.  sales  of  soft 
goods,  which  have  very  little  value  in  case  of  default,  should  be 
distinguished  from  "hard  sales,"  so  as  to  guide  the  credit  depart- 
ment as  to  the  extent  it  may  press  delinquent  customers  for  pay- 
ment. Postings  to  the  customers'  accounts  should,  in  the  case  of 
sales,  be  made  from  original  order  sheets;  in  the  case  of  cash 
collections  from  cashier's  sheets  and  collectors'  reports;  in  case 
of  returns,  from  credit  memoranda ;  and  in  case  of  cash  refunds 
from  cash  refund  authorizations.  Posting  machines  will  be  found 
of  great  value  in  this  class  of  work  because  of  the  large  volume  of 
the  postings  and  the  need  of  proving  quickly. 

In  the  case  of  the  instalment  accounts,  it  will  also  be  found 
desirable  to  maintain  controlling  accounts  for  each  one  or  two 
thousand  accounts.  These  controlling  accounts  need  not  be  kept 
on  the  general  ledger  but  may  be  kept  in  a  memorandum  record 
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supporting  the  instalment  accounts   controlling  account  on  the 
general  ledger. 

After  all  postings  to  the  customers'  accounts  have  been  made 
for  the  day,  the  accounts  affected  by  the  day's  postings  should 
be  compared  with  the  collectors'  cards  and  the  latter  should  be 
brought  into  agreement  with  the  ledger  accounts.  Should  any  of 
the  collectors'  cards  not  be  on  hand,  notation  of  postings  and 
balances  due  may  be  made  on  a  blackboard  in  the  collectors'  room 
or  a  report  should  be  drawn  up  and  posted  in  the  collectors'  room 
so  that  the  collectors  may  be  able  to  bring  their  cards  up  to  date 
when  they  come  in. 

Refunds  should  not  be  made  except  on  the  authority  of  either 
the  credit  department  or  the  store  manager  or  an  assistant  to  whom 
the  power  has  been  delegated,  nor  should  a  cash  sale  or  C.  O.  D. 
sale  be  cancelled  except  on  similar  authority.  If  this  rule  be  not 
observed,  serious  abuses  may  develop. 

Purchase  bills  should  be  compared  with  original  orders  and 
the  receiving  records  before  being  approved  for  entry.  It  will 
be  best  for  the  receiving  department  records  to  be  constructed 
without  reference  to  either  bills  or  lists  of  the  merchandise  ex- 
pected, as  otherwise  there  will  be  a  tendency  to  pass  the  merchan- 
dise received  without  a  proper  count. 

Both  purchase  and  expense  bills  may  be  entered  in  a  voucher 
register  and  the  vouchers  may  be  prepared  in  duplicate  so  that  one 
may  serve  as  an  office  record  and  the  other  as  a  pay  statement. 
At  the  time  the  vouchers  are  drawn  care  should  be  taken  to 
prepare  separate  vouchers  for  bills  of  different  maturities.  All 
vouchers  entered  should  be  settled  by  cheque.  Current  cash  re- 
ceipts should  not  be  used  for  this  purpose.  The  audit  of  pur- 
chases and  expenses  may  then  be  made  by  comparing  the  approved 
vouchers  and  the  bills  attached  with  the  receiving  department 
records,  the  voucher  register  and  copy  of  original  orders  placed, 
and  checked  against  the  cash  records  for  payment.  Small  inci- 
dental expenses  should  be  paid  out  of  a  petty  cash  fund,  which 
should  be  replenished  from  time  to  time  by  passing  through  a 
voucher  for  expenditures  made. 

Excepting  the  item  of  unrealized  gross  profits  on  instalment 
sales,  the  assets  and  liabilities  of  instalment  dealers  are  similar 
to  the  assets  and  liabilities  of  other  retail  dealers.  The  item 
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unrealized  gross  profits  on  instalment  sales  represents  the  amount 
of  profit  to  be  realized  on  instalment  accounts  appearing  as  an 
asset  on  the  balance-sheet  when  collected  in  cash. 

The  expenses  of  instalment  dealers  do  not  differ  materially 
from  the  expenses  of  other  retail  dealers,  with  the  one  exception 
that  collection  expenses  are  much  higher.  With  respect  to  in- 
come, however,  special  treatment  is  required. 

For  this  purpose  the  sales  are  divided  into  two  classes 

Class  i.  includes  cash  sales,  charge  sales  and  instalment 
sales  on  which  an  initial  payment  of  25  per  cent 
or  more  is  made. 
Class  2.  includes  all  other  instalment  sales. 

To  determine  the  gross  profits  to  be  taken  into  income,  it  is 
necessary  to  include  all  the  gross  profit  on  sales  of  class  I  and 
that  proportion  of  gross  profit  on  sales  of  class  2  which  is  real- 
ized by  cash  collection. 

The  first  step  to  be  taken  is  to  determine  the  cost  of  the 
goods  sold  and  the  proportion  of  that  amount  which  should  be 
charged  against  each  of  the  two  classes  of  sales.  Should  no 
records  covering  this  distribution  be  available,  it  may  be  pro-rated 
on  the  basis  of  sales. 

The  application  of  the  cost  of  the  goods  sold  against  the 
sales  of  class  I  gives  the  gross  profit  on  sales  of  class  i. 

With  respect  to  class  2,  however,  the  difference  between  the 
sales  and  the  cost  of  the  goods  sold  is  the  amount  of  unrealized 
gross  profit  on  instalment  sales. 

Journalized  the  above  entries  would  read : 

1.  Sales  class  i  $ 

To  cost  of  goods  sold  $ 

Profit  and  loss  sales  class  i  $ 

To  close  the  above  accounts  and  determine  gross  profit 
thereon. 

2.  Sales  class  2  $ 

To  cost  of  goods  sold  $ 

Unrealized  gross  profit 

on  instalment  sales  $ 

To  close  the  sales  account  into  its  component  parts. 

The  second  step  is  to  determine  the  amount  of  unrealized  gross 
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profits  on  instalment  sales  which  has  been  realized.  To  do  this, 
it  is  first  necessary  to  ascertain  the  cash  collections  on  instalment 
accounts,  including  collections  on  instalment  sales  of  prior  years, 
and  then  to  take  that  proportion  of  the  cash  collections  which  the 
amount  credited  to  unrealized  gross  profits  on  instalment  sales, 
as  shown  by  journal  entry  2,  bears  to  the  sales  shown  in  the  same 
entry.  Before  taking  the  proportion  of  cash  collections  shown 
above,  however,  there  should  be  excluded  from  cash  collections  the 
amount  collected  during  the  current  year  on  defaulted  accounts. 
This  step  may  be  journalized  as  follows: 

3.  Unrealized  gross  profit  on  instalment 
sales  $ 

To  realized  profits  on  instalment 

sales  $ 

For per  cent  of  cash  collections  on  instalment  ac- 
counts for  year  realized,  collections 

The  third  step  is  concerned  with  the  handling  of  defaults,  re- 
turns etc. 

Treasury  regulations  provide  that  when  the  vendee  defaults  and 
the  dealer  is  unable  to  recover  personal  property  sold,  the  dealer 
should  report  as  a  loss  the  difference  between  the  total  amount 
actually  received  and  the  cost  of  the  goods  sold  plus  the  amounts 
returned  as  profit  from  sales  in  former  years.  Should  the  dealer 
recover  the  personal  property  sold,  his  loss  would  be  decreased  by 
the  present  value  of  the  property  recovered.  Assuming,  then,  a 
case  in  which  the  dealer  recovered  personal  property,  the  entry 
appearing  on  his  books  would  read 

4.  Property  repossessed      $ 

Unrealized  gross  profit  on  instal- 
ment sales  $ 

Realized  profits  on  in- 
stalment sales  $ 

To  accounts  receivable  $ 

For  amount  of  default 

Cost  of  goods  sold  $ 

Amount  returned  as 

profits  in  prior  years        

Total  $ 
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Amounts  recovered  $ 

Merchandise 
repossessed  


Amount  chargeable 

to  realized  profits 

on  instalment  sales          $. 

Unrealized  gross 

profit  on 

instalment  sales 

Amount  to  be 

credited  to 

customers  $. 


Returns  of  current  year's  sales  and  allowances  thereon  should 
be  charged  against  the  sales  account  before  applying  the  cost  of 
goods  against  that  account. 

The  stock  records  should  be  kept  on  cards  and  should  be  ar- 
ranged so  as  to  show 

1.  Name  of  manufacturer 

2.  Manufacturer's  number 

3.  House  number 

4.  Description 

5.  Purchase  order  number,  date  and  quantity  ordered 

6.  Date,  voucher  number  and  quantity  received 

7.  Cost  price,  which  usually  is  in  code 

8.  Date,  sale  number  and  quantity  sold 

9.  Balance 

As  stock  is  normally  held  in  part  at  the  retail  store  and  in 
part  at  one  or  more  warehouses,  it  is  best  to  have  a  different  colored 
card  used  for  each  place  at  which  merchandise  is  stored.  Transfer 
slips  should  be  used  to  cover  shipments  from  one  place  to  an- 
other. 

The  finding  of  customers'  names  and  addresses  sometimes  pre- 
sents a  peculiar  problem.  This  is  especially  true  of  dealers  selling 
to  non-English-speaking  customers,  who  frequently  possess  names 
which  do  not  sound  as  they  are  spelled  or  are  unable  to  pronounce 
their  names  with  sufficient  distinctness  to  enable  one  to  find  them  in 
the  ordinary  index.  This  difficulty  may  be  overcome  by  keeping  a 
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special  index  arranged  by  towns  and  streets,  as  such  customers 
usually  are  able  to  give  their  addresses.  In  keeping  an  index  of 
this  kind,  a  new  card  should  be  placed  in  the  files  every  time  a 
customer  changes  his  address,  but  the  old  one  should  not  be 
disturbed,  as  past  experience  shows  that  customers  sometimes  re- 
member old  addresses  and  not  the  new. 
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EDITORIAL 

Breaking  In 

From  time  to  time  it  seems  to  be  necessary  for  THE  JOURNAL 
OF  ACCOUNTANCY  to  discuss  the  question  of  breaking  into  the 
accounting  profession.  Innumerable  inquiries  are  received  by  let- 
ter or  word  of  mouth  as  to  the  proper  course  of  action  to  be  pur- 
sued by  a  young  man  or  a  young  woman  who  desires  to  enter 
public  accounting  and  has  no  preliminary  experience  upon  which 
to  base  a  claim  for  consideration. 

We  have  endeavored  to  discuss  this  question  with  absolute 
fairness  to  both  sides,  but  it  may  not  be  amiss  to  revert  to  it. 

The  following  letter  is  a  specimen  of  the  complaints  which  are 
made  in  regard  to  the  difficulty  of  entering  the  profession. 

Editor,  The  Journal  of  Accountancy: 

SIR  : — Several  times  on  various  occasions  I  have  read  articles  in  THE 
JOURNAL  OF  ACCOUNTANCY  by  prominent  accountants  of  the  United  States 
which  lamented  the  fact  that  young  men  of  to-day  were  not  going  into  the 
accounting  profession  in  larger  numbers.  The  articles  spoke  of  the  dignity 
of  such  a  calling,  the  pecuniary  advantages,  and  the  opportunity  of  exercising 
every  ounce  of  a  man's  ingenuity  and  ability.  It  was  a  "fitting  field"  for 
brainy  men. 

Yet  I  honestly  believe  with  all  sincerity  that  these  writers  are  doing  one 
of  two  things — either  they  are  closing  their  eyes  to  the  true  state  of  affairs 
or  they  are  trying  to  deceive  both  themselves  and  the  accounting  profession 
in  general.  This  is  the  reason  why : 

Correspondence  schools  teaching  accountancy  are  continually  emphasizing 
the  fact  that  accountancy  students  are  in  great  demand  at  fancy  salaries. 
The  above-mentioned  letters  would  seem  to  substantiate  the  facts.  Young 
men  by  the  scores  enroll  in  the  course  on  the  strength  of  this  statement. 
When  they  have  reached  a  certain  point  they  feel  that  they  should  have 
practical  experience  along  with  the  theoretical.  They  apply  for  work  in  a 
public  accountant's  office,  stating  they  are  willing  to  do  most  any  kind  of 
work  to  get  the  experience,  if  a  decent  living  wage  is  offered  them. 

Yet  time  after  time,  with  disheartening  regularity,  they  are  told  that  if 
they  were  experienced  men  they  could  be  used,  but  in  the  circumstance^  ^ 
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inexperienced  man  would  be  too  expensive  an  investment.  Always  they 
must  be  experienced  to  land  a  job;  but  where  in  the  name  of  Heaven  are 
they  to  get  the  experience — the  start?  You  forget  your  start,  and  the  fact 
that  every  man  must  make  a  beginning. 

And  then  you  turn  around  in  the  next  breath,  and  say,  dolefully : 
"Why  don't  young  men  come  into  the  profession?" 

Large  corporations  to-day  are  conducting  industrial  schools  for  the  pur- 
pose of  educating  their  workers  by  the  hundreds.  They  wouldn't  do  it  if 
it  didn't  pay.  Yet  public  accounting  firms  large  enough  to  have  branches 
in  nearly  every  large  city  in  the  United  States  can't  afford  to  take  one  man 
into  training  because  of  the  expense  incurred.  Personally,  if  I  were  an 
accounting  executive  I  would  be  on  the  lookout  for  wide-awake,  ambitious 
young  men  who  were  really  anxious  to  get  into  public  accounting.  I  would 
consider  it  part  of  my  job  as  an  executive. 

To  get  down  to  personal  cases :  I  wrote  the  following  letter  to  18 
C.  P.  A.'s  of  this  city.  I  received  answers  from  two,  one  stating  he  had 
nothing  of  interest  to  me,  the  other  stating  that  he  could  use  me  if  I  were 
experienced.  The  others  did  not  have  courtesy  enough  to  reply : 

Is  THIS  OF  VALUE  TO  You? 
DEAR  SIR: 

1.  Young  man — 26  years  old — university  education. 

2.  Commissioned  officer  in  the  army  during  the  war. 

3.  Wide  experience  in  general  clerical  work. 

4.  Recent  special  training  in  auditing  department  of  large   industrial 
corporation  with  whom  he  is  still  employed. 

5.  Experienced  in  handling  general  ledger  and  controlling  accounts. 

6.  Special  training  in  higher  accountancy  by  reason  of  course  with  large 
correspondence  school. 

7.  Ambitious  and  determined  to  become  a  C.  P.  A.,  and  desirous  of 
connecting  with  a  public  accounting  firm  in  any  capacity. 

8.  As  evidence  of  sincerity  he  is  willing  to  leave  his  present  position. 
Present  salary  a  secondary  consideration  if  given  a  chance  to  make  good. 

9.  References  furnished  on  request. 

I  believe  these  qualifications  should  be  of  value  to  you.  Would  be 
glad  to  call  on  you  personally  if  you  will  write  or  'phone  me  at  the  address 
shown  below. 

*    *    *    *    * 

I  am  not  basing  my  observations  on  this  one  experience.  I  have  tried 
before  to  break  into  the  accounting  field,  with  the  same  result.  And  I  know 
personally  other  young  men  who  have  had  the  same  experience. 

Don't  misunderstand  me.  I  am  not  railing  against  fate  because  I  can't 
land  a  job.  I  have  a  good  job  with  a  good  company,  and  would  probably 
have  to  start  in  accounting  work  at  a  lower  salary.  But  I  want  to  do  public 
accounting  work,  and  will  do  it  if  given  a  chance.  What  I  am  concerned 
with  is  the  hypocritical  remarks  of  certain  prominent  accountants  in  at- 
tempting to  give  the  idea  that  young  men  are  not  trying  to  get  into  the 
accounting  profession. 

If  correspondence  schools  are  misrepresenting  the  facts  when  they  state 
that  accountancy  students  are  in  great  demand,  then  the  American  Institute 
of  Accountants  is  a  large  and  powerful  enough  body,  with  enough  influence 
to  see  that  such  advertising  is  stopped. 

Yours  truly, 
Los  Angeles,  July  22,  1920.  C.  A.  H. 

P.  S. — I  would  be  grateful  if  you  could  find  it  possible  to  publish  this 
letter,  in  order  that  practising  accountants  may  justify  their  position,  if 
they  care  to.  C.  A.  H. 
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There  are  several  statements  in  this  letter  which  are  the  result 
of  obvious  misunderstanding.  For  example,  we  doubt  if  any  re- 
putable member  of  the  accounting  profession  would  attempt  to 
excuse  the  flamboyant  and  utterly  misleading  advertising  of  some 
so-called  correspondence  courses  in  accounting.  Many  of  the 
advertisements  are  so  ridiculous  in  their  claims  that  we  have  not 
much  sympathy  for  anyone  who  is  deceived  by  them. 

The  experience  of  the  author  of  the  letter  in  failing  to  obtain 
employment  may  be  due  to  circumstances  of  which  we  have  no 
knowledge  whatever.  It  is  absurd  to  express  himself  as  he  does  in 
regard  to  the  failure  of  accounting  offices  to  reply  to  his  circular 
letter.  If  every  business  office  were  to  attempt  to  reply  to  all  cir- 
cular letters  which  are  received,  the  profit  to  the  United  States 
mails  might  be  considerable,  but  the  loss  to  business  would  be 
incalculable.  Most  circular  letters  find  their  way  to  their  de- 
served destination  in  the  waste  basket. 

Our  correspondent's  argument  on  another  point  is  unfortunate. 
If  every  large  accounting  firm  in  the  country  were  to  take  one  man 
into  its  employ  the  number  of  accessions  to  the  accounting  pro- 
fession in  the  course  of  a  year  would  not  be  sufficient  to  cause  any 
general  labor  shortage  in  other  vocations. 

There  is,  however,  force  in  the  argument  that  the  young  man 
without  experience  is  not  always  wanted  in  an  accountant's  office. 
Many  firms  do  what  our  correspondent  seems  to  think  is  not 
done — there  is  many  a  man  employed  by  accountants  and  carried 
on  the  payroll  for  months  without  being  worth  anything  to  the 
employer.  Indeed,  it  is  doubtful  if  there  are  many  accounting 
offices  in  the  country  in  which  men  are  not  being  trained  from  the 
kindergarten  stage  upward.  The  difficulty  of  breaking  in  never- 
theless exists,  and,  frankly,  it  is  hard  to  see  how  that  difficulty  can 
be  entirely  overcome.  An  apprentice  in  a  British  office  serves  five 
years  without  compensation  and  generally  pays  a  premium  for 
the  privilege.  Presumably  before  the  close  of  the  five  years  he  is 
of  some  value  to  his  employer.  It  is  certain  that  when  the  five 
years  are  ended  he  must  have  demonstrated  either  his  utter  unfit- 
ness  for  the  profession  or  his  ability  to  practise. 

It  is  absolutely  true  that  there  is  always  a  scarcity  of  quali- 
fied men  for  public  accounting  work.  Even  in  the  dullest  days 
of  the  year  a  good  senior  accountant  should  have  no  difficulty  in 
finding  employment  in  an  accounting  office. 
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But  what  shall  be  said  of  the  young  man'  starting,  as  our 
correspondent  appears  to  be  ? 

On  his  own  showing  he  is  entirely  without  experience;  his 
value  to  prospective  employers  is  problematical ;  his  fitness  for 
the  accounting  profession  is  unknown — in  such  circumstances  is 
it  astonishing  that  there  is  no  great  desire  to  afford  an  opening? 

The  easiest  solution  of  the  problem  would  be  the  introduction 
of  the  apprenticeship  system,  but,  of  course,  every  American 
knows  that  the  serving  of  articles  is  entirely  repugnant  to  the 
American  idea.  We  shall  never  see  its  introduction  here. 

In  the  absence  of  a  solution  of  the  problem  the  best  advice  we 
can  offer  is  of  no  great  value,  but  this  may  be  said  without  fear  of 
contradiction :  that  the  young  man  and  possibly  the  young  woman 
(although  the  chances  are  less  likely  in  the  latter  case)  who  has 
fundamental  theoretical  knowledge,  adequate  education  and  at- 
tractive personality  can  generally  find  an  opening  in  the  vocation 
which  he  or  she  desires  to  enter. 

There  are  ways  of  seeking  entrance  which  are  almost  certain 
to  fail.  There  are  others  which  are  nearly  as  certain  to  succeed. 
The  record  of  our  correspondent  indicates  a  fair  amount  of 
desirability.  We  shall  be  much  astonished  if  some  of  our  readers 
do  not  write  and  ask  us  for  his  name  and  address — and  that  will 
be  a  refutation  of  his  charges. 


Misuse  of  Accountants'  Certificates 

A  recent  issue  of  THE  JOURNAL  OF  ACCOUNTANCY  contained 
editorial  comment  on  the  misuse  of  accountants'  certificates.  At- 
tention was  drawn  to  the  danger  which  lies  in  the  publication  of 
a  portion  of  a  certificate  or  financial  statement  without  the  context. 

The  most  notorious  incident  on  record  of  the  perversion  of  the 
written  word  by  omission  is  Bismarck's  mutilation  of  the  Ems 
dispatch  which  induced  the  Franco-Prussian  war.  All  decent  men 
everywhere  damn  the  iniquity  of  that  offense;  yet  many  over- 
look the  comparatively  unimportant  criminality  which  attaches 
to  the  omission  of  essential  statements  in  a  financial  report.  Such 
an  offense  seems  insignificant  compared  with  an  international  inci- 
dent, but  the  principle  or  lack  of  principle  is  the  same.  No  essen- 
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tial  phrase  or  word  or  punctuation  mark  should  be  omitted  if 
by  such  omission  the  intent  of  the  writer  is  distorted. 

Accountants  are  awaking  to  the  danger  which  lies  in  con- 
densation of  their  reports  and  some  of  them  are  insisting  upon  a 
clear,  full  reproduction  of  their  original  certificates  and  statements. 

A  method  adopted  by  one  prominent  firm  is  worthy  of  consid- 
eration. Every  report  emanating  from  that  firm  bears  the  fol- 
lowing printed  note : 

"The  publication  of  any  condensation  or  modification  of  statements 
herein  contained,  or  the  use  of  our  certificate  detached  from  its  context,  or 
the  use  of  our  name  in  connection  with  the  sale  of  securities  or  other  pub- 
licity will  not  be  sanctioned  unless  first  submitted  for  our  approval." 

This  limitation  upon  the  use  of  an  accountant's  report  if 
generally  adopted  would  go  far  to  prevent  deception  of  the  pub- 
lic such  as  is  too  easily  effected  if  financial  statements  be  pub- 
lished in  any  form  not  fully  reflecting  the  facts. 
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EDITED  BY  STEPHEN  G.  RUSK 

Treasury  decision  3029,  set  forth  below,  must  relate  to  taxation  under  the 
revenue  act  of  October  3,  1913,  only. 

The  law  which  permits  the  government  to  tax  income  from  isolated 
transactions  of  a  taxpayer  entered  into  for  profit  but  does  not  permit  de- 
ductions for  losses  sustained  in  such  transactions  has  caused  much  adverse 
criticism. 

Judge  Grubb  makes  the  observation  in  rendering  his  decision  in  the  case 
of  Eugene  W.  Mente  vs.  Mark  Eisner,  Collector  of  Internal  Revenue, 
that  "tax  laws  are  not  required  to  be  perfect  or  even  consistent."  That  the 
revenue  act  of  1913  was  not  perfect  nor  consistent  in  its  provisions  is  a  fact 
that  has  generally  been  accepted,  but  because  of  the  comparatively  low  rates 
of  taxation  in  effect  at  that  time  no  great  amount  of  protest  was  made  against 
its  unjust  provisions. 

When  it  is  remembered  that  one  particular  imperfection  in  the  law  of 
1913  was  recognized  at  once  by  all  whose  taxes  were  affected  by  the  defective 
language,  and  when  it  is  remembered  also  that  the  revenue  acts  of  1916-17  and 
of  1918  rectified  this  imperfection,  by  allowing  taxpayers  to  deduct  losses 
sustained  in  "transactions  entered  into  for  profit  but  not  connected  with  the 
business  or  trade,"  it  is  difficult  for  the  laity  to  understand  why  a  court 
decision  made  as  lately  as  May  3,  1920,  should  adhere  so  closely  to  a  treasury 
decision  of  October  14,  1914. 

It  is  obvious  that  those  responsible  for  the  1914  treasury  decision  con- 
fined themselves  strictly  within  the  most  limited  interpretation  of  the  language 
of  the  act  under  consideration  without  regard  for  its  imperfections.  That  the 
department  was  inspired  by  the  highest  motives  is  acknowledged  without 
argument,  but  it  woyld  seem  that  administrative  discretion  should  have  been 
considerably  extended,  to  the  end  that  grave  injustice  might  not  be  wrought 
by  an  interpretation  so  narrow. 

We  have  no  intimate  knowledge  of  the  facts  in  the  Mente  vs.  Eisner  case, 
and  our  observations  are  not  made  with  specific  reference  to  it.  We  are 
thinking  only  of  the  principle  involved. 

That  this  decision  of  Judge  Grubb  relates  only  to  the  revenue  act  of  1913 
is  shown  by  the  following  excerpts  from  the  regulations  (No.  33)  apper- 
taining to  the  1916-17  revenue  act  and  section  214,  paragraph  5,  of  the 
revenue  act  of  1918. 

Article  8,  fifth  paragraph  of  regulations  No.  33,  of  the  1916-17  law, 
setting  forth  that  which  is  properly  deductible  from  gross  income,  reads  as 
follows : 

"Losses  actually  sustained  during  the  year  in  transactions  entered  into 
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for  profit,  but  not  connected  with  his  business  or  trade  to  the  extent  of  but 
not  exceeding  the  profits  arising  from  such  transactions." 

Section  214  (a),  paragraph  6,  of  the  revenue  act  of  1918,  under  the  head- 
ing "deductions  allowed,"  reads  as  follows : 

"Losses  sustained  during  the  taxable  year  and  not  compensated  for  by 
insurance  or  otherwise,  if  incurred  in  any  transaction  entered  into  for  profit, 
though  not  connected  with  the  trade  or  business;  but  in  case  of  a  non- 
resident alien  individual  only  as  to  such  transactions  within  the  United 
States." 

From  the  above  it  is  evident  that  Judge  Grubb's  decision  has  no  effect 
upon  tax  returns  made  for  any  taxable  year  beginning  with  or  since  January 
I,  1916,  and  it  is  also  evident  that,  in  the  passage  of  the  later  law,  congress 
recognized  the  inconsistency  in  the  former  law. 

Treasury  decision  3029  follows : 

(T.  D.  3029) 
Income  tax 

Section  214  (a),  4,  5,  6,  Article  141:    Losses 
Income  Tax:    Act  of  October  3,  1913,  Section  II — Deductions 

1.  A  member  of  a  firm  engaged  in  the  business  of  manufacturing  is 
not  entitled  to  deduct  from  his  gross  income  a  loss  sustained  by  him  upon 
the  sale  of  shares  of  stock. 

2.  The  language  "losses  incurred  in  trade"  must  be  construed  as  meaning 
losses  incurred  in  the  actual  business  of  the  taxpayer  as  distinguished  from 
isolated  transactions. 

UNITED   STATES    CIRCUIT    COURT    OF   APPEALS    FOR   THE 

SECOND  DISTRICT 

Eugene  W.  Mente,  Plaintiff  in  Error,  vs.  Mark  Eisner,  Collector  of  Internal 
Revenue,  Defendant  in  Error. 

[May  3,  1920] 

Ward,  circuit  judge:  Section  II,  subdivision  2  (b),  of  the  act  of 
October  3,  1913,  provides  that  in  computing  net  income  for  purposes  of 
normal  tax  there  shall  be  allowed  as  a  deduction : 

•  *  *  *  Fourth :  losses  actually  sustained  during  the  year  incurred  in 
trade,  or  arising  from  fires,  storms  or  shipwreck  and  not  compensated  for 
by  insurance  or  otherwise. 

Mente,  a  member  of  the  firm  of  Mente  &  Co.,  engaged  in  the  business 
of  manufacturing  jute  bags  and  bagging,  cotton  bags,  and  materials  for 
covering  cotton  bales,  filed  his  income  returns  for  the  year  March  i  to 
December  31,  1913,  and  for  the  whole  year  of  1914.  He  had  for  some  three 
years  been  buying  and  selling  cotton  on  the  cotton  exchange  for  his  indi- 
vidual account,  in  no  way  connected  with  the  business  of  Mente  &  Co.,  and 
he  deducted  from  his  gross  income  in  each  year  losses  sustained  in  the  year 
resulting  from  these  transactions  as  "losses  incurred  in  trade." 

Eisner,  as  collector  of  internal  revenue  for  the  third  district  of  the  state 
of  New  York,  assessed  an  additional  tax  upon  these  deductions,  which  Mente 
paid  under  protest,  taking  an  appeal  to  the  commissioner  of  internal  revenue 
under  sections  3220  and  3228,  United  States  Revised  Statutes,  and  the  regu- 
lations of  the  secretary  of  the  treasury  in  pursuance  thereof,  who  rejected 
his  claim.  Thereupon  Mente  began  this  action  against  Eisner  as  collector  to 
recover  the  amounts  so  paid,  with  interest  and  costs. 
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Loss,  to  be  deductible,  must  be  an  absolute  loss,  not  a  speculative  or 
fluctuating  valuation  of  continuing  investment,  but  must  be  an  actual  loss, 
actually  sustained  and  ascertained,  during  the  tax  year  for  which  the  deduc- 
tion is  sought  to  be  made ;  it  must  be  incurred  in  trade  and  be  determined  and 
ascertained  upon  an  actual,  a  completed,  a  closed  transaction.  The  term 
"in  trade,"  as  used  in  the  law,  is  held  to  mean  the  trade  or  trades  in  which  the 
person  making  the  return  is  engaged ;  that  is,  in  which  he  has  invested 
money  otherwise  than  for  the  purpose  of  being  employed  in  isolated  transac- 
tions, and  to  which  he  devotes  at  least  a  part  of  his  time  and  attention. 
A  person  may  engage  in  more  than  one  trade  and  may  deduct  losses  incurred 
in  all  of  them ;  provided  that  in  each  trade  the  above  requirements  are  met. 
As  to  losses  on  stocks,  grain,  cotton,  etc.,  if  these  are  incurred  by  a  person 
engaged  in  trade  to  which  the  buying  and  selling  of  stocks,  etc.,  are  incident 
as  a  part  of  the  business,  as  by  a  member  of  a  stock,  grain  or  cotton  exchange, 
such  losses  may  be  deducted.  A  person  can  be  engaged  in  more  than  one 
business,  but  it  must  be  clearly  shown  in  such  cases  that  he  is  actually  a 
dealer,  or  trader,  or  manufacturer,  or  whatever  the  occupation  may  be,  and 
is  actually  engaged  in  one  or  more  lines  of  recognized  business,  before  losses 
can  be  claimed  with  respect  to  either  or  more  than  one  line  of  business,  and 
his  status  as  such  dealer  must  be  clearly  established. 

Both  parties  having  moved  for  the  direction  of  a  verdict,  Judge  Grubb 
directed  a  verdict  in  favor  of  the  defendant. 

We  think  that  the  language  "losses  incurred  in  trade"  are  correctly 
construed  by  the  treasury  department  as  meaning  in  the  actual  business  of 
the  taxpayer  as  distinguished  from  isolated  transactions.  If  it  had  been 
intended  to  permit  all  losses  to  be  deducted  it  would  have  been  easy  to  say 
so.  Some  effect  must  be  given  to  the  words  "in  trade." 

There  is  an  inconsistency  in  making  profits  derived  from  such  trans- 
actions a  part  of  the  taxpayer's  gross  income  and  on  the  other  hand  allowing 
him  no  deduction  for  losses.  But  tax  laws  are  not  required  to  be  perfect  or 
even  consistent.  It  must  be  determined  from  the  facts  in  each  case  whether 
or  not  the  losses  claimed  to  be  deducted  have  been  incurred  in  a  business. 

In  this  case  the  court  must  be  taken  to  have  found  as  matter  of  fact 
that  these  transactions  in  1913  and  1914  did  not  constitute  a  business.  Such 
a  finding  is  binding  upon  us. 

Judgment  affirmed. 


Treasury  decisions  3030  and  3031  amend  and  amplify  the  regulations  con- 
cerning withholding  taxes  at  the  source,  and  comment  upon  them  perhaps  is 
superfluous. 

Section  256,  article  1078  (a)  :     Foreign  items  presented  T.  D.  3030 

for  collection  unaccompanied  by  ownership  certificates. 

The  final  edition  of  regulations  45  is  amended  by  inserting  immediately' 
after  article  1078  an  article  which  will  be  known  as  article  1078  (a),  as 
follows : 

ART.  1078  (a).  Foreign  items  presented  for  collection  unaccompanied  by 
ownership  certificates. — If  the  foreign  item  is  an  interest  coupon  detached 
from  bonds  containing  a  tax-free  covenant  clause,  issued  by  a  foreign  country 
or  corporation  having  a  paying  agent  in  the  United  States,  an  affidavit  and 
ownership  certificate,  form  looo,  revised,  shall  be  furnished  as  provided  in 
article  368. 

In  the  case  of  other  foreign  items  which  are  received  unaccompanied  by 
an  ownership  certificate  and  the  owner  is  unknown,  an  affidavit  shall  be 
required  of  the  payee,  showing  the  name  and  address  of  the  payee,  the  name 
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and  address  of  the  debtor  organization,  the  date  of  the  dividend  cheque  or 
the  maturity  of  the  interest  coupon,  the  name  and  address  of  the  person  from 
whom  the  dividend  cheque  or  interest  coupon  was  received,  and  a  statement 
that  the  owner  of  the  securities  is  unknown  to  the  payee.  The  first  hank 
receiving  such  foreign  item  shall  prepare  a  certificate  of  ownership,  form 
looiA,  revised,  crossing  out  the  word  "owner"  and  substituting  therefor  the 
word  "payee."  The  first  bank  shall  stamp  or  write  across  the  face  of  the 
certificate  "affidavit  furnished,"  adding  the  name  of  the  bank.  Thereupon 
the  affidavit  and  certificate  shall  be  forwarded  to  the  commissioner  as  pro- 
vided in  article  1079. 

Section  256,  article    1078:      Ownership   certificates    for  T.  D.  3031 

foreign  items. 

The  final  edition  of  regulations  45  is  amended  by  amplifying  article  1078 
•so  as  to  read  as  follows: 

ART.  1078.  Ownership  certificates  for  foreign  items. —  (a)  When  bonds 
of  foreign  countries,  or  bonds  or  stocks  of  non-resident  foreign  corporations, 
are  owned  by  citizens  or  residents  of  the  United  States,  individual  or 
fiduciary,  by  domestic  or  resident  foreign  corporations,  or  partnerships,  or 
by  personal-service  corporations,  ownership  certificate,  form  looiA,  revised, 
shall  be  executed  by  the  actual  owner  or  by  his  duly  authorized  agent  when 
presenting  the  item  for  collection,  whether  such  item  is  a  dividend  or  an 
interest  payment,  except  in  the  case  of  a  foreign  country  or  a  foreign  cor- 
poration having  a  fiscal  agent  or  a  paying  agent  in  this  country  and  issuing 
bonds  which  contain  a  tax-free  covenant  clause.  In  such  a  case  the  fiscal 
agent  or  paying  agent  is  required  to  withhold  the  normal  tax  of  2  per  cent 
from  the  interest  on  such  bonds  and  ownership  certificate,  form  1000,  revised, 
modified  to  show  the  name  and  address  of  the  fiscal  agent  or  the  paying  agent, 
should  be  used,  unless  the  owner  (if  so  entitled)  desires  to  claim  exemption, 
in  which  case  form  looiA,  revised,  should  be  filed,  (b)  When  such  foreign 
bonds  or  stocks  are  owned  by  non-resident  alien  individuals,  corporations 
or  partnerships,  ownership  certificate,  form  looiA,  revised,  shall  be  used  on 
behalf  of  such  owners  by  any  responsible  bank  or  banker,  either  foreign  or 
domestic,  having  knowledge  of  such  ownership.  In  such  a  case  the  bank  or 
banker  need  not  fill  in  the  names  of  the  owners. 


Treasury  decision  3032,  simply  makes  more  definite  the  latest  date  pos- 
sible for  notification  to  the  collector  for  transmission  to  commissioner  of  the 
change  of  a  taxpayer's  accounting  period.  The  amendment  to  article  26  of 
regulations  45,  consists  of  a  change  in  the  language  of  "(b)"  of  that  article. 

It  formerly  read  as  follows : 

"At  least  thirty  days  before  the  due  date  of  his  return  on  the  basis 
of  the  proposed  taxable  year." 

It  is  amended  to  read  as  follows : 

"At  least  thirty  days  before  the  due  date  of  his  separate  return  for 
the  period  between  the  close  of  the  existing  taxable  year  and  the  date 
designated  as  the  close  of  the  proposed  taxable  year.  The  due  date  of 
the  separate  return  for  such  period  is  the  fifteenth  day  of  the  third 
month  following  the  close  of  that  period." 

The  full  text  of  the  decision  follows : 
Section  212,  article  26:     Change  in  accounting  period.  T.  D.  3032 

ART.  26  of  regulations  45  is  hereby  amended  to  read  as  follows : 

ART.  26.    Change  in  accounting  period. — If  a  taxpayer  changes  his  ac- 
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counting  period,  and  not  merely  his  taxable  year  to  conform  with  his  existing 
accounting  period,  he  shall  as  soon  as  possible  give  to  the  collector  for  trans- 
mission to  the  commissioner  written  notice  of  such  change  and  of  his  reasons 
therefor.  The  commissioner  will  not  approve  a  change  of  the  basis  of  com- 
puting net  income  unless  such  notice  is  given  at  a  time  which  is  both  (a) 
at  least  thirty  days  before  the  due  date  of  the  taxpayer's  return  on  the  basis 
of  his  existing  taxable  year,  and  (&)  at  least  thirty  days  before  the  due  date 
of  his  separate  return  for  the  period  between  the  close  of  the  existing  tax- 
able year  and  the  date  designated  as  the  close  of  the  proposed  taxable  year. 
The  due  date  of  the  separate  return  for  such  period  is  the  fifteenth  day  of 
the  third  month  following  the  close  of  that  period.  If  the  change  in  the  basis 
of  computing  the  net  income  of  the  taxpayer  is  approved  by  the  commissioner, 
the  taxpayer  shall  thereafter  make  his  returns  upon  the  basis  of  the  new 
accounting  period  in  accordance  with  the  requirements  of  section  226  of  the 
statute,  and  his  net  income  shall  be  computed  as  therein  provided.  See 
article  431. 


Treasury  decision  3037  promulgates  a  decision  of  the  supreme  court  of 
the  United  States  that  the  salaries  of  the  president  and  federal  judges  are 
not  subject  to  income  tax,  on  the  ground  that  the  laying  of  such  tax  upon 
these  salaries  is  not  in  accordance  with  the  constitution. 

The  decision  is  only  interesting  to  accountants  as  a  matter  of  information, 
and  as  the  full  text  of  the  decision  is  too  voluminous  for  publication  in  THE 
JOURNAL  OF  ACCOUNTANCY  a  brief  summary  only  is  presented : 

(T.  D.  3037) 
Income  tax — Decision  of  Supreme  Court 

1.  Taxability  of  Salaries  of  President  and  Federal  Judges. 

Stated  in  its  broadest  aspect,  the  contention  involves  the  power  to 
tax  the  compensation  of  federal  judges  in  general,  and  also  the  salary 
of  the  president. 

2.  Constitution  Prohibits  Diminution  of  Compensation. 

The  constitution  provides  that  the  judge  shall  have  a  sure  and  con- 
tinuing right  to  the  compensation,  whereon  he  confidently  may  rely 
for  his  support  during  his  continuance  in  office,  so  that  he  need  have 
no  apprehension  lest  his  situation  in  this  regard  may  be  changed  to  his 
disadvantage. 

3.  Purpose  of  the  Prohibition. 

The  primary  purpose  of  the  prohibition  against  diminution  was  not 
to  benefit  the  judges,  but  to  attract  good  and  competent  men  to  the 
bench  and  to  promote  independence  of  action  and  judgment. 

4.  Prohibition  Includes  Taxation. 

The  prohibition  is  general,  and  the  reasons  for  its  adoption  make  • 
with  impelling  force  for  the  conclusion  that  the  fathers  of  the  con- 
stitution intended  to  prohibit  diminution  by  taxation  as  well  as  other- 
wise. 

5.  Other  Income  Not  Exempt. 

Apart  from  his  salary,  a  federal  judge  is  as  much  within  the  taxing 
power  as  other  men  are.  And,  speaking  generally,  his  duties  and 
obligations  as  a  citizen  are  not  different  from  those  of  his  neighbors. 
But  his  compensation  as  a  judge  is  protected  from  diminution  in  any 
form,  whether  by  a  tax  or  otherwise,  and  is  assured  to  him  in  its 
entirety  for  his  support. 

6.  Judgment  Reversed. 

The  judgment  of  the  district  court  (262  Fed.,  550)  reversed. 
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EDITED  BY  SEYMOUR  WALTON* 
(ASSISTED  BY  H.  A.  FINNEY) 

AMERICAN  INSTITUTE  EXAMINATION,  MAY,  1920 
In  regard  to  the  following  attempt  to  present  the  correct  solutions  to  the 
questions  asked  in  the  examination  held  by  the  American  Institute  of  Ac- 
countants in  May,  1920,  the  reader  is  cautioned  against  accepting  the  solutions 
as  official.  They  have  not  been  seen  by  the  examiners — still  less  endorsed 
by  them. 

ACCOUNTING  THEORY  AND  PRACTICE— PART  I 
Answer  questions  I,  2,  3  and  any  five  other  questions. 
Question  No.  i: 

The  books  of  a  concern  recently  burned  out  contained  evidence  of  pur- 
chases, including  inventory,  of  $200,000  and  sales  of  $40,800  since  the  last 
closing.  Upon  investigation,  however,  the  auditor  ascertained  that  a  sale 
of  merchandise  had  been  made  just  prior  to  the  fire,  and  not  recorded  in 
the  books,  at  an  advance  of  two-fifths  (2/5)  over  cost  less  a  10  per  cent 
cash  discount,  on  which  the  profit  was  $31,928.00.  The  past  history  of  the 
business  indicated  an  average  gross  profit  of  50  per  cent  on  cost  of  goods 
sold. 

(a)  What  amount  should  be  claimed  as  fire  loss? 

(b)  What  rate  of  gross  profit  do  the  transactions  finally  yield? 

Answer  to  Question  No.  i: 

There  are  several  elements  of  uncertainty  in  this  problem.  In  the  first 
place,  the  unrecorded  sale  was  made  at  an  advance  of  40  per  cent  over  cost, 
whereas  the  average  gross  profit  of  the  past  had  been  50  per  cent  on  cost. 
Does  this  mean  that  the  recorded  sales  of  $40,800  were  also  made  at  an 
advance  of  only  40  per  cent  instead  of  50  per  cent  as  in  former  years? 
Perhaps  so,  but  the  size  of  the  unrecorded  sale  indicates  that  it  was  more  in 
the  nature  of  a  bulk  sale  than  a  normal  sale  in  the  regular  course  of  opera- 
tions. That  being  the  case  the  rate  of  gross  profit  on  this  sale  could  be 
expected  to  be  less  than  normal. 

In  the  second  place,  it  is  possible  that  the  recorded  sales  of  $40,800  were 
made  at  a  gross  profit  enough  larger  than  50  per  cent  to  offset  the  40  per 
cent  on  the  unrecorded  sales,  and  made  the  average  50  per  cent  for  the  period 
since  the  last  closing.  This  is  highly  improbable,  because  a  gross  profit 
of  over  400  per  cent  on  the  cost  of  the  relatively  small  recorded  sales  would 
be  necessary  to  offset  the  40  per  cent  on  the  large  unrecorded  sale  and  bring 
the  average  to  50  per  cent.  All  things  considered,  it  seems  fair  to  assume 


*  The    greater    part    of   the   matter   for  the   Students'   Department    for  August   and 
September  was  prepared  by  Mr.  Walton  shortly  before  his  death.— Editor. 
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that  the  profit  on  the  recorded  sales  averaged  50  per  cent  as  in  the  past,  and 
that  the  unrecorded  sale  was  unusual. 

In  the  third  place,  should  the  rate  of  gross  profit  be  computed  before  or 
after  deducting  the  10  per  cent  cash  discount?  Accepting  the  10  per  cent  as 
a  true  cash  discount  the  rate  should  be  computed  before  making  the  deduc- 
tion; but  10  per  cent  seems  too  large  to  be  a  true  cash  discount,  and  it  is 
therefore  considered  a  reduction  of  price,  and  the  rate  of  gross  profit  is 
computed  after  deducting  the  discount. 

(a)  Fire  loss : 

Inventory  and  purchases $200,000 

Deduct : 
Estimated  cost  of  goods  sold : 

Recorded  sales $40,800 

Less  estimated  profit — 1/3  of  $40,800      13,600 


Estimated  cost  of  recorded  sales...  $27.200 

Unrecorded  sale : 

Net  cost  —  100% 

Then  selling  price  =  140% 

And  10%  cash  discount  =  14% 

And  net  amount  received  =  126% 

And  profit  =  26%  =  $31,928 

Then  100%  = 122,800    , 

Total  estimated  cost  of  sales 150,000 


Amount  claimed  as  inventory $50,000 


(b)   Rate  of  gross  profit : 

(i)  Treating  cash  discount  as  a  reduction  of  price: 

Profit  on  recorded  sales $13,600 

Profit  on  unrecorded  sales 31,928 

Total  profit $45,528 


$45,528  -i-  $150,000  =30.352% 
(2)  Treating  cash  discount  as  a  financial  item : 

Cost  of  unrecorded  sale $122,800 

Profit  on  unrecorded  sale 31,928 


Net  amount  received $154,728,  which  is  90%  of  sell- 

:    ing  price. 

$154,728  -f-  .90  =  $171,920  selling  price 
Add  recorded  sales ....  $  40,800 


Total  sales $212,720 

146 


Students'    Department 

Cost  of  recorded  sales — estim'ed.    $27,200 
Cost  of  unrecorded  sales 122,800 


Total  cost $150,000 


Sales 

Less  cost  of  sales . 


Profit 

$62,720  -r-  $150,000  =  4I.8l3 


$212,720 
150,000 

$62,720 


Question  No.  2: 

From  the  balance-sheet  of  the  Landsdale  Monotile  Company,  dated  De- 
cember 31,  1918,  as  below,  together  with  the  information  following,  show 
the  trial  balance  before  closing. 

THE  LANDSDALE  MONOTILE  COMPANY 
Balance-Sheet,  December  31,  1918 


Assets 

Land  &  build'gs.   $500,000 
Less  reserve  for 
depreciation.  .       120,000     $380,000 


Machinery  and 
equipment  .  .  . 

Less  reserve  for 
depreciation  .  . 


$200,000 
80,000 


Liabilities  and  capital 

Capital  stock $300,000 

Notes  payable 350,000 

Accounts  payable 158,000 

Interest  accrued  payable..  3,ooo 

Surplus   314,000 


U.  S.  Victory 
bonds  

Merchandise  — 
inventory  .... 

Cash  

Accounts  receiv- 
able    250,000 

Less  reserve  for 
doubtful  accts  12,500 


120,000 


100,000 

125,000 
58,000 


Notes  receiv- 
able   

Accrued  interest 
receivable  . . . 

Total    . 


237,500 

100,000 
4,500 
$1,125,000         Total $1,125.000 


The  accruals  at  the  time  of  closing  were : 

Interest  on  notes  payable,  $3,000;  depreciation  of  buildings,  $20,000; 
interest  on  notes  receivable,  $2,000;  depreciation  of  machinery  and  equip- 
ment, $30,000;  interest  on  Victory  bonds,  $2,500;  provision  for  doubtful 
accounts,  $12,500.  The  other  nominal  accounts  closed  out  were:  sales, 
$325,000;  administrative  expense,  $50,000;  cost  of  goods  sold.  $125,000: 
selling  expense,  $25,000. 
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Answer  to  Question  No.  2: 

The  trial  balance  can  be  obtained  by  setting  up  the  following  working 
papers,  reversing  the  closing  entries  : 

THE  LANDSDALE  MONOTILE  COMPANY 

Working  Papers — December  31,  1918 

Trial  balance 

Balance-     r — Closing  entries \  before 

DEBITS  sheet  reversed  closing 

Land  and  buildings $500,000  $500,000 

Machinery  and  equipment.        200,000  200,000 

U.  S.  Victory  bonds 100,000  100,000 

Merchandise  inventory....        125,000  125,000! 

Cash   ! 58,000  58,000 

Accounts  receivable 250,000  250,000 

Notes   receivable 100,000  100,000 

Accrued  interest  receivable          4,500  2,000  C 

2,500  E 

Administrative   expense...  50,000 H  50,000 

Purchases    ( for    inventory, 

Dec.  31 ) 125,000 1 

Purchases     (for     cost     of 

sales) 125,000  J  250,000 

Selling  expense 25,000 K  25,000 

$1,337,500  $1,533,000 

CREDITS 

Capital  stock $300,000  $300,000 

Notes  payable 350,000  350,000 

Accounts    payable 158,000  158,000 

Interest  accrued  payable...  3,ooo  3,000 A 

Surplus 314,000  64,000  L  250,000 

Reserve  depreciation,  land 
and  buildings 120,000  20,000  B  100,000 

Reserve    depreciation,    ma- 
chinery and  equipment..          80,000  30,000 D  50,000 

Reserve,  doubtful  accounts.         12,500  12,500  F 

Profit    and    loss    (accrued 
interest)    3,000  A 

Profit  and  loss    (deprecia- 
tion, buildings) 20,000  B 

Profit  and  loss  (interest  on 
notes  received) 2,000  C 

Profit  and  loss   (deprecia- 
tion, mach'y  and  equip't.  30,000  B 

Profit  and  loss  (interest  on 
Victory   bonds) 2,500  E 
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DEBITS 

Profit  and  loss  (doubtful 
accounts)  

Profit  and  loss  (sales) .... 

Profit  and  loss  (adminis- 
tration expense) 

Profit  and  loss  (cost  of 
sales)  

Profit  and  loss  (selling 
expense)  

Profit  and  loss  (net  profits) 

Sales  .. 


Balance- 
sheet 


< Closing  entries 

reversed 


Trial  balance 
*  before 

closing 


325,000  G 


12,500  F 

50,000  H 
125,000  J 

25,oooK 

64,000  L 

325,000  G 


$325,000 


$1,337,500          784,000          784,000      $1,533,000 
Question  No.  3: 

An  abstract  of  the  cash  account  of  the  collector  and  treasurer  of  the 
borough  of  Eloka  is  presented  to  you,  showing  the  following  figures : 

Receipts : 

On  hand  beginning  of  year $  2,000.00 

(General    account   $1,500.00,    special    account 

being  from  assessments,  $500.) 

Taxpayers,  on  account  of  taxes 47,000.00 

Assessments  for  improvements 1,000.00 

Licences,  fees  and  permits 1,800.00 

Interest    300.00 

Emergency  notes   (to  meet  cost  of  repairing 

bridge  wrecked  by  storm) 3,000.00 

Payments : 

Accounts  payable  (previous  year) $  1,300.00 

Salaries   5,300.00 

Police  department 19,000.00 

Fire  department 12,000.00 

Street    lighting 800.00 

Interest  on  funded  debt 2,250.00 

Bonds  retired 10,000.00 

Repairs  to  bridge 2,800.00 

Balance  on  hand  end  of  year 1,650.00 

$55,100.00       $55,100.00 

A  copy  of  the  budget  adopted  at  the  beginning  of  the  year  is  as  follows : 

Estimated  revenue  (licenses,  fees,  etc.,  $1,500;  interest,  $200)  .        $  1,700.00 
Amount  certified  to  be  taxed 48,200.00 

$49,000.00 
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Appropriations : 

Salaries  $  5,000.00 

Police   department 19,500.00 

Fire  department 12,000.00 

Street  lighting 900.00 

Interest  on  funded  debt 2,500.00 

Bonds  retired 10,000.00 


$49,900.00 

The  taxes  assessed  were,  however,  $49,700,  instead  of  $48,200,  but  allow- 
ances were  made  amounting  to  $800,  which  reduced  the  amount  actually  col- 
lectible to  $48,900.    At  the  end  of  the  year  the  following  unpaid  bills  were  on 
file: 

Police  department  .....................................  $300.00 

Fire  department  ........................................  50.00 

At  the  beginning  of  the  year  there  were  uncollected  taxes  from  previous 
years  of  $2,800,  on  the  one  hand,  and  unpaid  bills  $1,300,  on  the  other  hand, 
which,  with  the  cash  on  hand,  showed  an  apparent  balance  on  general  or 
current  account  of  $3,000.  At  the  same  date  the  funded  debt  was  $50,000, 
and  unpaid  assessments  for  improvements  were  $1,400,  showing  with  the 
cash  on  hand  on  surplus  account  a  net  debt  (excluding  general  account) 
of  $48,100. 

Prepare  a  balance-sheet  at  the  close  of  the  year  (dividing  it  into  its  two 
main  sections  of  current  and  capital  accounts,  respectively)  and  also  a  state- 
ment showing  the  operations  for  the  year.  State  also  what  is  the  net  debt 
of  the  borough  at  the  close  of  the  year. 

Answer  to  Question  No.  3: 

To  find  the  balance-sheet  figures  at  the  close  of  the  year  it  is  necessary 
to  have  — 

1  —  Balance-sheet  of  beginning  of  year  : 

(a)  Current  fund  balance-sheet. 

(b)  Capital  fund  balance-sheet. 

2  —  Record  of  the  budget  adopted  at  the  beginning  of  the  year. 

3  —  Record  of  all  financial  transactions  throughout  the  year. 

All  items  under  I,  2  and  3  must  be  carried  into  the  proper  general  ledger 
accounts.  Since,  in  this  problem,  the  items  covered  are  so  few  in  number, 
each  account  may  be  dealt  with  individually  in  the  general  ledger.  When 
there  is  a  number  of  accounts  under  each  class  of  revenue  and  expenditure, 
such  detail  accounts  may  be  carried  in  a  subsidiary  ledger,  and  each  group 
of  detail  accounts  may  be  controlled  by  a  specific  account  in  the  general 
ledger. 

The  following  are  the  balance-sheets  of  the  beginning  of  the  year  : 

Current  Fund  Balance-sheet 
Assets  Liabilities 

Cash   .....................     $1,500      Accounts   payable  ..........     $1,300 

Accounts  receivable  :  Current  surplus  : 

Taxes    (classification    not  Cash  in  excess  of  current 

indicated)  .............       2,800  liabilities  ........  $   200 

Accounts  receivable.  2,800      3,000 


$4,300  $4,300 
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Capital  Fund  Balance-sheet 
Assets  Liabilities 

Cash   $     500       Bonds  (classification  not  in- 

Assessments  receivable 1400          dicated)    $50,000 

Property  and  improvements.     50,000       Capital  surplus : 

Cash .$    500 

Accounts  receivable.   MOO      1,000 


$51,900  $51,000 


Having  the  balance-sheets  of  the  beginning  of  the  year,  the  next  step  is 
the  making  of  proper  opening  journal  entries.    These  are  as  follows: 

Estimated  revenues $1,700 

Licence  fees $1,500  .    ^ 

Interest   200 

Taxes  receivable  (amount  certified  to  be 

taxed)    48,200 

Budget  appropriations $49,900 

To  bring  upon  the  books  a  record  of 
the  amount  of  budget  appropriations  to 
be  met  by  taxes  and  current  revenues, 
the  appropriations  are  classified  as  fol- 
lows: 

Salaries  $5,OOO 

Police  department 19,5°° 

Fire  department   12,000 

Street  lighting 9OO 

Interest  on  funded  debt 2,500 

Bonds  to  be  retired 10,000 


$49,900 

Journal   entries — to  cover   additional   taxes  as  assessed   and  allowances 
made  thereon: 

Taxes  receivable $1,5°° 

Taxes  not  anticipated  in  budget $i,5°o 

Taxes  not  anticipated  in  budget 800 

Taxes  receivable %°° 

To  record  allowances. 
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The    cash    receipts    and    payments    for    convenience    are    set    up    as 
journal  entries.    Cash  receipts  are: 

Current  fund  cash $52,100 

Taxes  receivable $47,000 

Licences,  fees  and  permits 1,800 

Interest    300 

Emergency  notes *3,ooo 

To  meet  cost  of  repairing  bridge  wrecked  by  storm. 

Capital  fund  cash $1,000 

Assessments  receivable $1,000 

Cash  payments  are: 

Accounts  payable  1,300 

Salaries  5,3OO 

Police  department 19,000 

Fire  department   12,000 

Street  lighting  800 

Interest  on  funded  debt 2,250 

Bridge  repairing 2,800 

Current  fund  cash $43,45o 

Bonds  10,000 

Capital  fund  cash 10,000 

Capital  fund  cash 10,000 

Current  fund  cash 10,000 

Transfer  of  revenue  from  current  funds  to  capital  fund  cash  used  for 
retirement  of  bonds. 

SKELETON  LEDGER  ACCOUNTS 

Current  Fund  Accounts 

Cash 

ist  of  year  balance $  1,500.00     Sundry   payments $43,450.00 

Sundry   receipts 52,100.00     Capital  fund  cash 10,000.00 

Balance    150.00 


Cash   payment. 


$53,600.00 

Accounts  Payable 
$1,300.00     Balance 


$53,600.00 


$1,300.00 


*  From  Municipal  Accounting,  Eggleston. 
Classification  of  funds: 
1 — Current  fund 

(a)  Appropriation 

(b)  Special  revenue  bond  funds 

(b)  ^Resources  derived  from  the  sale  of  special  revenue  bonds  which 
are  issued  in  anticipation  of  tax  levies  (provision  for  their 
redemption  being  included  in  the  tax  levy  following  the  year 
of  the  issue)  _and  are  subject  to  special  revenue  bond 
fund  authorizations. 
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Licence  Fees 
Estimated   revenue $1,500.00     Cash  received $1,800.00 

Interest 
Estimated    $200.00     Cash    received $300.00 

Emergency  Notes 

To  meet  cost  of  repairs  to 
bridge  $3,000.000 

Bridge  Repairing 
Payments    $2,800.00 

Taxes  Receivable 

i st  of  year  balance $2,800.00     Allowances    $     80x00 

Estimated    (budget) 48,200.00     Cash    received 47,000.00 

( Not   anticipated) 1,500.00     Balance    4,700.00 


$52,500.00  $52,500.00 


Current  Surplus 

Balance    $3,000.00 

Budget  Appropriations 

$49,900.00 

Taxes  Not  Anticipated  in  Budget 
Allowance   $     800.00  $1,500.00 

Salaries 
Cash  payment $  5,300.00     (budget  $5,ooo) 

Police  Department 

Cash  payments $19,000.00  Accounts  payable 300.00 

(budget  $19,500) 

Fire  Department 

Cash  payments $12,000.00     (budget  $12,000) 

Accounts  payable 50.00 

Street  Lighting 
Cash  payments $     800.00     (budget  $900) 

Interest  on  Funded  Debt 
Cash  payments $2,250.00     (budget  $2,500) 

SKELETON  LEDGER  ACCOUNTS 

Capital  Fund  Accounts 

Cash 

Balance  ist  of  year $     500.00    Bonds  $10,000.00 

Assessment  received 1,000.00    Balance 1,500.00 

Transfer  from  current 
fund 10,000.00 

$11,500.00  $11,500.00 
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Property 
$50,000.00 
Assessments  Receivable 

Balance  ist  of  year $  1,400.00     Cash  received $  1,000.00 

Balance 400.00 


$1,400.00 

Bonds 

Cash  payments $10,000.00 

Balance 40,000.00 


$1,400.00 
$50,000.00 

$50,000.00 


$50,000.00 

Capital  Surplus 

ist  of  year $  1,000.00 

STATEMENT  OF  OPERATIONS  FOR  YEAR 

Current  Fund 

Receipts 


Licence   fees $1,800.00 

Interest 300.00 

Taxes  48,900.00 

Emergency   notes 3,000.00 


Budget 
$1,500.00 

200.00 
48,200.00 


< — Affecting  end  of — •* 

year  surplus 
Addition      Deduction 
$300.00 

100.00 

700.00 

3,000.00 


$54,000.00        $49,900.00         $4,100.00 


Salaries  $  5,300.00 

Police    department....  19,300.00 

Fire  department 12,050.00 

Street   lighting 800.00 

Int.  on  funded  debt . . .  2,250.00 


Payments 

Budget 
$  5,000.00 
19,500.00 
12,000.00 
900.00 
2,500.00 


$300.00 
50.00 


IOO.OO 

250.00 


Emergency  bridge  re- 
pairing    


$39,700-00        $39,000.00 
2,8co.oo 


Deduct  deductions  from  additions. 


Net  additions  to  current  surplus..  .. 
Current  surplus,  beginning  of  year. 


Total  current  surplus,  end  of  year. 
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$4,650.00 


$4,650.00 
3,150.00 

1,500.00 
3,000.00 

$4,500.00 


$35o.oo 

2,800.00 
$3,150.00 
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THE  CAPITAL  FUND  ACCOUNT 

The  capital  fund  account  shows  receipts  of  $1,000.00,  representing  col- 
lections on  account  of  assessments  receivable  at  the  beginning  of  the  year, 
plus  $10,000.00,  as  appropriated  for  retirement  of  bonds. 

There  is  nothing  in  the  problem  to  indicate  that  there  is  property  worth 
$50,000.00  as  a  result  of  the  original  issue  of  bonds.  If,  however,  that  is  the 
case,  the  difference  between  the  property  value  and  the  funded  debt  ($40,000) 
would  constitute  a  surplus,  in  addition  to  cash  and  assessments  receivable. 

The  two  balance-sheets  are  herewith  presented : 

CURRENT  FUND  BALANCE-SHEET 

Close  of  Year 
Assets 

Cash $   150.00 

Taxes  receivable 4,700.00 


$4,850.00 

Liabilities 

Accounts  payable $   350.00 

Surplus : 

Appropriated : 

Interest $250.00 

Street  lighting loo.oo      $   350.00 


Emergency  bridge  repairs..  200.00 

Accounts  receivable  in  ex- 
cess of  accounts  payable.  3,95<>.oo        4,500.00 

$4,850.00 

CAPITAL  FUND  BALANCE-SHEET 

Close  of  Year 
Assets  Liabilities 

Cash $1,500.00  Bonds  $40,000.00 

Assess,  received.       400.00    $1,900.00     Excess  of  assets 

Property   &   im-  over  liabilities: 

provements  (as  Cash  in  excess 

per   balance-  of  current  lia- 

sheet  at  begin-  bilities $1,500.00 

ning)  50,000.00     Accts  receivable.       400.00 


$1,900.00 
Property  value 
in    excess    of 
bonded  debt...   10,000.00     11,900.00 

$51,000.00  $51,900.00 
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Question  No.  4: 

Explain  the  distinction  between  real  reserves  and  nominal  reserves.  Give 
two  examples  of  each. 

Answer  to  Question  No.  4: 

Sir  Arthur  Lowes  Dickinson  uses  the  terms  "voluntary"  and  "necessary." 
He  says,  "In  considering  reserves  it  is  important  to  distinguish  between 
voluntary  reserves  and  necessary  reserves ;  the  former  being  mere  allocations 
of  surplus,  while  the  latter  are  either  an  actual  liability  or  a  deduction  from 
the  book  value  of  an  asset." 

This  distinction  is  frequently  entirely  ignored,  both  classes  of  reserves 
being  lumped  together,  usually  as  liabilities,  but  sometimes  as  divisions  of  the 
surplus. 

A  real  or  necessary  reserve  is  one  which  represents  an  actual  diminution 
in  value  that  has  already  taken  place  or  is  inevitable  from  the  nature  of 
things  in  the  future.  Its  proper  function  should  be  limited  to  those  losses 
the  exact  amount  of  which  cannot  be  determined  but  must  be  estimated.  If 
the  amount  of  the  diminution  is  known  it  is  better  to  write  down  the  asset 
than  to  set  up  a  reserve  against  it.  For  instance,  if  one-seventeenth  of  the 
cost  of  a  patent  is  being  written  off  each  year  it  is  better  to  credit  patent 
account  direct. 

Examples  of  this  class  of  reserve  are  reserve  for  depreciation  of  ma- 
chinery and  reserve  for  bad  and  doubtful  accounts. 

The  other  class  of  reserves,  the  nominal  or  voluntary,  are  those  which 
represent  losses  or  diminutions  of  value  which  may  possibly  occur  but  are 
not  inevitable.  In  this  case  the  reserve  does  not  represent  an  actual  loss, 
but  is  set  up  as  a  sort  of  warning  to  the  stockholders  that  they  may  expect 
a  disaster  of  some  kind  in  the  future.  There  being  no  certainty,  perhaps 
hardly  a  probability,  of  any  such  catastrophe,  the  reserve  is  manifestly  not  an 
existing  liability  nor  a  diminution  in  value.  Its  function  is  the  protection 
from  more  or  less  remote  contingencies.  As  this  is  also  the  function  of  the 
surplus  itself,  these  nominal  reserves  should  always  be  included  with  the 
surplus  to  show  the  total  of  the  surplus  undivided  profits  at  the  date  of  the 
balance-sheet.  The  real  reserves  should  be  shown  either  as  liabilities  or  as 
deductions  from  their  appropriate  assets. 

Examples  of  nominal  reserves  are  reserve  for  storm  damage  in  an  elec- 
trical company  with  overhead  wires  and  reserve  for  accidents. 

Under  nominal  reserves  may  also  be  classed  appropriations  of  surplus  in 
fulfilment  of  contracts  with  creditors,  such  as  a  reserve  for  sinking  fund, 
or  in  accordance  with  the  action  of  stockholders  or  directors,  such  as  a 
reserve  for  plant  extension. 

Question  No.  5: 

In  the  course  of  a  balance-sheet  audit  of  a  large  corporation,  why  should 
the  examination  of  repairs  charged  to  cost  of  operations  receive  special  con- 
sideration in  relation  to  the  liability  for  federal  taxes? 

Answer  to  Question  No.  5: 

The  auditor  should  always  pay  special  attention  to  the  repairs  charged 
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to  cost  of  operation.  If  any  of  these  represent  real  additions  to  the  value 
of  the  plant  they  should  be  charged  to  plant  account;  otherwise  costs  are 
overcharged  and  profits  diminished  below  what  they  should  be.  As  far  as 
the  company  itself  is  concerned  this  makes  a  difference  in  the  book  value 
of  fixed  assets  and  in  the  earning  capacity. 

This  may  not  be  very  important,  but,  when  the  question  of  the  profits 
taxable  by  the  federal  government  is  brought  in,  any  diminution  of  the 
profits  that  is  not  really  justified  may  entail  serious  consequences  in  penalties 
and  fines.  The  auditor  should  therefore  be  careful  not  to  pass  any  repairs 
as  cost  of  operation  that  may  possibly  be  considered  as  actual  betterments. 

The  proper  treatment  of  repairs  affects  not  only  the  taxable  profits  but 
also  the  invested  capital,  which  is  an  element  in  computing  the  tax  liability. 
Question  No.  6: 

In  the  case  of  a  company  which  publishes  an  annual  balance-sheet  but 
no  profit  and  loss  account,  state  whether  or  not  you  would  recommend  to 
your  client  that  the  profits  earned  during  the  year,  less  dividends  paid,  be 
shown  on  the  face  of  the  balance-sheet.  Give  your  reasons. 

Anszver  to  Question  No.  6: 

The  stockholders  of  a  corporation  should  be  given  complete  and  satis- 
factory information  with  regard  to  its  financial  condition  and  its  earning 
capacity.  For  this  reason  the  publication  of  the  annual  balance-sheet  is 
far  from  being  sufficient.  There  should  also  be  a  more  or  less  detailed 
revenue  statement.  If  the  officers  and  directors  do  not  wish  to  publish  this 
detailed  statement  the  next  best  thing  to  do  is  to  include  in  the  balance- 
sheet,  under  the  heading  of  surplus,  an  explanation  of  the  change  in  the 
balance  of  that  account  between  the  beginning  and  the  ending  of  the  year. 

This  explanation  must  be  so  classified  as  to  show  the  results  of  normal 
activities  and  of  accidental  profits  and  losses,  if  there  are  any.  That  is,  the 
surplus  item  in  the  balance-sheet  should  begin  with  the  balance,  January  i, 
entered  short.  To  this  are  added  the  net  operating  profits,  then  any  extra- 
ordinary profits,  and  from  this  total  are  deducted  any  extraordinary  losses. 
From  the  remainder  are  deducted  any  dividends  that  have  been  declared,  and 
the  result  is  carried  out  as  the  new  balance  of  surplus. 

This  is  not  at  all  satisfactory,  but  it  at  least  prevents  the  inclusion  of 
extraordinary  or  accidental  profits  from  the  results  of  operation,  which  might 
be  made  the  means  of  deceiving  stockholders  into  thinking  that  the  earning 
capacity  was  greater  than  it  is. 
Question  No.  7: 

Can  surplus  be  created  in  any  way  other  than  through  profits  earned 
from  operations?  Explain. 

Answer  to  Question  No.  7: 

Before  this  question  can  be  answered  with  certainty,  accountants  will 
have  to  agree  on  a  definition  of  surplus,  a  word  which,  as  used  by  some 
accountants,  has  a  very  inclusive  meaning  and,  as  used  by  others,  has  a  much 
more  restricted  meaning. 

Mr.  Kester  defines  the  word  thus :  "Under  the  corporate  form  of  organ- 
ization, 'surplus'  in  its  broadest  sense  represents  the  difference  between  the 
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net  worth  of  the  business  and  the  capital  stock  issued  and  outstanding.'' 
Accepting  this  definition,  any  transaction  which  results  in  a  realized  increase 
in  the  difference  or  margin  between  the  net  worth  and  the  outstanding  stock 
would  result  in  an  increase  in  the  surplus.  These  transactions  may  be 
grouped  into  two  classes. 

(1)  Transactions  which  increase  the  net  worth  or  net  assets  without 
correspondingly  increasing  the  outstanding  stock. 

(a)  Operating  profits  form  the  usual  source  of  such  increases. 

(b)  Extraneous  or  capital  profits  arising  from  the  sale  of  investments 
or   fixed   assets   and   other  transactions   outside  the  scope   of  the   regular 
operations  also  increase  the  surplus,  thus  defined,  provided  they  result  in 
a  realized  increment.    The  mere  writing  up  of  an  asset  to  market  value  does 
not  result  in  a  realized  increment,  and  should  not  be  allowed  to  affect  the 
surplus. 

(c)  The  sale  of  stock  at  a  premium  increases  the  net  assets  more  than 
it   increases   the   outstanding   stock,   and  the  difference   may   be  added  to 
surplus. 

(d)  Donations  of  cash  or  other  assets  made  by  stockholders  to  the  cor- 
poration also  result  in  an  increase  of  the  surplus.    Corporations  sometimes 
receive  from  outsiders  donations  of  factory  sites  or  other  assets,  and  these 
may  be  put  on  the  books  by  offsetting  credits  to  surplus. 

(2)  Transactions  which   decrease   the  outstanding   stock   without   cor- 
respondingly decreasing  the  net  assets. 

(a)  Stock  may  be  donated  to  the  company  by  stockholders  to  get  rid 
of  a  deficit  or  to  be  resold  to  provide  working  capital,  and  such  donations 
may  be  credited  to  surplus. 

(b)  Similarly,  in  reorganizations,  the  old  stock  may  be  called  in  and  a 
smaller  amount  issued,  the  difference  being  absorbed  in  the  surplus  account. 

(c)  If  a  corporation  buys  its  own  stock  and  pays  less  than  par  for  it, 
the  outstanding  stock  is  decreased  more  than  the  net  assets  are  decreased. 
The  difference  may  be  credited  to  surplus,  but  if  the  stock  is  held  in  the 
treasury  for  resale  it  would  be  conservative  to  carry  the  difference  in  a 
contingent  profit  account  until  the  profit  is  realized  by  a  reissue. 

It  must  be  remembered  that  the  propriety  of  crediting  these  items  to 
surplus  depends  entirely  upon  whether  this  inclusive  definition  of  surplus  is 
acceptable  or  not. 

Mr.  Kester,  after  stating  the  definition  quoted  above,  goes  on  to  say  that 
"the  highest  accounting  authorities  are  coming  to  restrict  surplus  to  that 
portion  of  the  margin  available  for  dividends."  Mr.  Montgomery's  definition 
concurs  with  this :  "The  'surplus'  of  a  corporation  should  represent  an  actual 
surplus ;  that  is,  a  balance  of  net  profits  after  all  reserves  have  been  provided, 
including  the  reserves  out  of  surplus,  such  as  working  capital,  etc.,  leaving 
an  amount  safely  distributable  as  dividends." 

If  this  restrictive  definition  is  accepted,  the  effect  upon  the  entries  for 
the  transactions  enumerated  above  may  be  shown  by  further  quotations  from 
Mr.  Montgomery,  arranged  in  accordance  with  the  preceding  classification. 
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(i-a)  Operating  profits.  These  would  he  available  for  dividends,  subject 
to  any  reductions  caused  by  the  appropriations  of  surplus  for  other  purposes, 
such  as  appropriations  to  a  reserve  for  working  capital.  Mr.  Montgomery 
says: 

"It  has  been  held  to  be  legal  to  set  aside  annually  or  at  other  periods 
out  of  the  earnings  of  a  company  a  reasonable  amount  as  a  reserve  for 
additional  working  capital,  which  is  therefore  not  distributable  in  the  shape 
of  dividends.  This  reserve  may  be  temporary  or  permanent,  as  the  directors 
may  determine,  and  corresponds  with  the  surplus  of  a  bank  or  trust  company, 
which  is  never  used  for  the  purpose  of  dividends  unless  some  extraordinary 
occasion  arises.  The  account  is  a  discretionary  one  and  is  almost  entirely 
a  matter  of  bookkeeping,  or  rather  it  is  a  sort  of  notice  to  stockholders  that 
the  amounts  so  set  aside  will  not  be  distributed. 

"To  treat  such  an  account  as  a  liability  is  a  fallacy,  because  at  any  time 
the  directors  can  transfer  the  entire  balance  to  general  surplus  and  pay  out 
all  or  any  part  of  it  in  dividends.  Therefore  the  account  should  always 
appear  on  the  balance-sheet  as  a  section  of  surplus,  and  never  among  the 
liabilities." 

(i-b)  As  to  extraneous  or  capital  profits,  Mr.  Montgomery,  under  the 
caption  Profit  on  Sale  of  Assets,  says : 

"It  may  be  that  a  profit  has  been  realized  on  the  sale  of  a  portion  of  the 
fixed  assets  of  a  concern.  Legally  this  profit  may  be  carried  to  surplus  and 
distributed  as  a  dividend,  but  such  a  course  is  apt  to  create  a  false  impres- 
sion on  stockholders.  It  is  much  better  to  carry  such  an  item  to  an  account 
whose  caption  indicates  the  character  of  the  entries  therein,  and  which  may 
be  carried  on  a  balance-sheet  as  a  separate  section  of  the  surplus  account. 
Under  such  circumstances  it  will  not  appear  to  be  applicable  to  dividend  dis- 
tribution, and  can  be  held  as  a  contingent  reserve  against  possible  losses  on 
other  capital  adjustments." 

(l-c)  Relative  to  premiums  or  sales  of  stock,  Mr.  Montgomery  expresses 
the  following  opinion :  "Where  stock  has  been  sold  at  a  premium,  the 
auditor  will  see  that  all  premiums  have  been  collected.  The  funds  so  realized 
should  be  credited  to  premiums  on  capital  stock  account,  which  should  remain 
open,  and  appear  on  the  balance-sheet  as  a  special  surplus  account.  In  no 
event,  however,  should  the  account  be  transferred  to  general  surplus  and 
thus  be  looked  upon  as  available  for  dividends.  It  would  probably  be  legal 
to  declare  a  dividend  out  of  funds  so  raised,  but  it  would  be  so  improper 
as  to  sustain  a  charge  of  dishonesty  against  the  director  who  voted  therefor." 

(i-d)  The  quotation  under  (2  a,  b,  c)  relative  to  donations  of  stock 
would  seem  to  apply  equally  to  donations  of  assets. 

(2  a,  b,  c)  Donations  of  stock  should  not  affect  the  surplus  account, 
according  to  the  following  quotations  from  Mr.  Montgomery :  "If  purchased 
by  the  corporation,  cost  price  is  the  correct  basis  of  book  entry;  if  acquired 
by  gift,  opinions  differ  as  to  the  form  of  entry.  The  best  authorities  sanc- 
tion the  setting  up  of  the  stock  as  an  asset  at  par  value,  offsetting  this  entry 
by  the  creation  of  a  reserve  or  surplus  account  which  is  designated  as  a 
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capital  item,  and  is  clearly  differentiated  from  the  surplus  which  arises  out 
of  profits  or  which  is  available  for  divdends." 

It  will  be  seen  that  the  entries  to  surplus  account  depend  wholly  on  the 
definition  of  surplus.  Mr.  Walton  died  before  the  copy  for  this  issue  was 
completed  and  he  did  not  see  this  answer,  but  the  following  expression  of 
his  opinion  shows  that  he  favored  the  more  inclusive  definition : 

"In  a  partnership,  surplus  profits  are  credited  to  the  capital  accounts  of 
the  partners.  These  capital  accounts  can  vary  at  the  will  of  the  partners. 
In  a  corporation  the  capital  stock  is  fixed  by  the  charter.  When  the  net 
worth  of  the  business  exceeds  the  capital  stock  the  excess  is  surplus  capital 
and  must  be  credited  to  surplus  account. 

"It  does  not  make  any  difference  how  the  excess  profits  arose.  If  the 
profits  are  real  they  belong  to  the  surplus  account — if  they  are  not  real  they 
do  not  belong  on  the  books  at  all. 

"The  various  sources  from  which  surplus  is  derived  may  be  designated 
by  a  subdivision  of  the  account,  but  on  the  balance-sheet  these  subdivisions 
must  be  assembled  in  one  total  to  the  credit  of  surplus  account  so  as  to 
show  the  accumulated  undivided  profits  of  the  business  to  date." 


Montana  Society  of   Certified   Public  Accountants 

At  the  annual  meeting  of  the  Montana  Society  of  Certified  Public 
Accountants,  held  June  I2th  at  Helena,  the  following  officers  were  elected 
for  the  ensuing  year:  President,  Ernest  E.  Murray;  vice-president,  W. 
Grant  Hoage ;  secretary,  W.  A.  Logan. 


Utah  Association  of  Certified  Accountants 

The  Utah  Association  of  Certified  Accountants  was  organized  at  a 
meeting  July  8,  1920.  Constitution  and  by-laws  were  adopted  and  the  fol- 
lowing officers  were  elected :  president,  R.  G.  Abbey ;  vice-president,  Lincoln 
G.  Kelly ;  secretary  and  treasurer,  B.  F.  Reeves. 


Haskins  &  Sells  and  H.  S.  Champlin  announce  the  consolidation  of  their 
practices,  to  be  conducted  under  the  name  of  Haskins  &  Sells,  and  under 
the  management  in  Buffalo  of  Mr.  Champlin.  The  offices  are  in  the  Marine 
Trust  Company  building. 


Otho  G.  Cartwright,  member  of  the  American  Institute  of  Accountants, 
announces  the  removal  of  his  offices  to  temporary  quarters  at  45  Cedar  street, 
New  York. 


Patterson,  Teele  &  Dennis  announce  that  Edward  H.  Moeran  and  David 
Leslie  Milne  have  been  admitted  as  partners  in  the  firm. 
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Certified  Financial  Statements  as  a  Basis  for  Credit* 

BY  JOHN  RAYMOND  WILDMAN 

The  way  from  hiding  shell  money  in  the  crevices  of  rocks  to 
the  gigantic  and  versatile  financial  institutions  of  to-day  is  a  long 
one.  The  sole  idea  in  the  former  situation  was  to  preserve  the 
funds  and  protect  them  against  loss.  The  modern  financial  insti- 
tution maintains  the  same  idea  but  at  the  same  time  makes  the 
funds  available  for  use. 

The  old  idea  that  a  bank  was  a  place  in  which  to  keep  money 
has  given  way  to  a  new  order  of  things  wherein  the  bank  has  be- 
come an  institution  in  which  to  accumulate  funds  in  order  that 
they  may  be  made  available  for  the  financial  needs  of  the  country. 

The  country  owes  much  to  the  banker.  He  has  been  an  im- 
portant factor  in  the  expansion  and  development  of  business.  He 
has  become  an  instrument  of  service  in  financial  matters,  locally, 
nationally  and  internationally.  He  gives  advice  as  to  investments, 
taxes,  general  business  procedure  and  sometimes  matters  of  ac- 
counting. He  does  all  this  freely  and  the  service  is  gratuitous. 

The  banker  makes  most  of  his  money  through  the  lending  at 
interest  of  funds  which  have  been  deposited  with  him  and  for  the 
use  of  which  he  suffers,  generally  speaking,  only  the  expense  of 
keeping  the  depositors'  accounts. 

But  the  banker  has  certain  duties  and  responsibilities.  To  his 
depositors  he  is  liable  for  maintaining  intact  the  loanable  fund 
constituted  largely  by  their  deposits.  To  the  stockholders  he  is 
responsible  for  the  integrity  of  their  capital.  To  the  public  he  may 
be  regarded  as  having  the  moral  obligation  of  acting  as  controller 
and  regulator  of  industry  and  business. 

Good  judgment  is  necessary  if  the  loanable  fund  is  not  to  be 

•A  paper  read  before  the  Utah  Bankers'  Association  at  Ogden,  June  19,  1920. 
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impaired  through  losses.  Courage,  vision  and  public-spirited  in- 
terest are  necessary  if  the  banker  elects  to  play  his  part  in  regu- 
lating financial  affairs  as  opportunities  offer. 

Some  few  years  ago  a  previously  unknown  individual,  under 
the  cloak  of  corporate  organization,  opened  a  new  department 
store  in  New  York.  The  show  windows  contained  goods  which 
were  cheap  looking  and  tawdry.  The  advertising  copy  was  undig- 
nified and  unconvincing.  Everything  about  the  store  contributed 
to  an  atmosphere  which  was  anything  but  first  class.  The  estab- 
lishment continued  only  a  few  months.  The  company  failed.  The 
failure  disclosed  the  fact  that  three  prominent  New  York  banks 
were  creditors  in  the  amount  of  about  three  hundred  and  sixty- 
five  thousand  dollars,  no  part  of  the  loans  being  secured.  For- 
tunately, the  resources  of  these  banks  were  adequate  to  permit 
of  writing  off  the  losses  scarcely  without  impression  on  the  oper- 
ating results.  But  the  thing  at  which  one  must  marvel  is  that 
three  big  banks  should  fall  victim  to  the  guile  of  so  crude  a  rep- 
resentative of  the  merchant  class.  These  banks  along  with  the 
other  creditors  took  a  liquidation  dividend  of  about  ten  per  cent 
in  settlement. 

Within  the  past  three  months  a  well-known  building  in  the 
financial  district  of  New  York  was  sold  to  real  estate  speculators 
for  $2,500,000.  Tenants  were  immediately  notified  that  rentals 
would  be  increased  as  soon  as  leases  should  expire.  Space  on 
the  first  floor  might  be  had,  it  was  announced,  at  fifteen  dollars  a 
square  foot ;  that  on  the  second  and  third  floors  at  ten  dollars ;  that 
on  floors  above  at  six.  The  average  cost  to  tenants  under  old  leases 
averaged  between  two  and  three  dollars  a  square  foot. 

In  keeping  with  their  philanthropic  policy  the  real  estate  opera- 
tors decided  to  offer  to  the  tenants  of  the  building  the  first  oppor- 
tunity to  purchase  it.  The  asking  price  was  $5,000,000.  At  last 
report  it  had  been  reduced  to  $3,500,000.  There  is  little  prospect 
that  the  tenants  will  purchase  the  building.  There  is  not  much 
doubt  that  someone  will  purchase  it  and  in  the  not-far-distant 
future. 

The  banks  are  furnishing  the  money  for  speculation  in  real 
estate,  unconsciously  perhaps,  but  none  the  less  truly,  just  as  they 
are  supplying  the  money  for  speculation  in  other  lines.  To  remedy 
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the  situation  the  first  thing  is  to  realize  that  it  exists.    To  find  the 
remedy  is  another  matter. 

Raising  the  discount  rate  will  not  stop  speculation.  The 
real-estate  trader  who  is  able  to  make  from  one  hundred  to  one 
hundred  and  twenty-five  per  cent  per  annum  on  money,  cares  little 
for  an  increase  of  one  or  two  per  cent  in  the  discount  rate.  Dis- 
crimination in  the  matter  of  loans  would  apparently  accomplish 
much  more.  Loans  only  for  sound,  conservative,  up-building  busi- 
ness purposes  would  do  much  to  stabilize  conditions  and  bring 
down  the  general  price  level. 

The  reputed  basis  for  business  loans  is  confidence.  The  la\:e 
J.  Pierpont  Morgan  has  been  credited  with  the  fantastic  statement 
substantially  to  the  effect  that  he  would  rather  lend  a  million  dol- 
lars without  security  to  a  man  in  whom  he  had  confidence  than  a 
thousand  dollars  on  the  best  security  in  the  world  to  a  man  in 
whom  he  had  no  confidence. 

Confidence  is  the  belief  on  the  part  of  the  lender  that  the  bor- 
rower will  be  willing  and  able  to  repay.  The  belief  may  be 
founded  on  past  experience,  on  the  known  business  standing  and 
reputation  of  the  borrower  or  on  the  result  of  investigation  of  his 
character  and  integrity.  But  when  he  fails  to  pay  at  the  appointed 
time  the  confidence  availeth  nothing.  Many  a  borrower  has  taken 
the  money  in  the  best  of  faith.  Many  a  borrower  has  been  willing 
to  pay  at  maturity  without  being  able  so  to  do. 

Some  banks  lend  altogether  on  confidence.  Others  ask  pros- 
pective borrowers  to  furnish  financial  statements.  There  are  bor- 
rowers who  submit  statements  which  are  wrong  and  misleading 
because  of  ignorance  on  the  part  of  those  who  prepared  them. 
There  are  others  who  offer  financial  exhibits  which  are  intended 
to  deceive. 

An  applicant  for  a  loan  at  one  of  the  large  trust  companies  re- 
cently submitted  a  balance-sheet  which  deliberately  overstated  the 
assets  and  understated  the  liabilities.  The  cash  shown  as  on  hand 
took  no  cognizance  of  the  cheques  outstanding.  The  customers' 
accounts  were  all  said  to  be  good,  yet  investigation  developed  the 
fact  that  scarcely  one  per  cent  was  really  collectible.  The  inven- 
tory, stated  to  be  worth  $45,000,  was  found  to  be  worth,  on  the 
basis  of  a  liberal  appraisal,  about  $12,000.  Liabilities  said  to  be 
entirely  in  favor  of  trade  creditors  included  amounts  borrowed 
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from  a  bank.    No  mention  was  made  of  amounts  which  had  been 
borrowed  from  relatives. 

The  trust  company  in  question  refused  the  loan  because  the 
applicant  refused  to  submit  a  certified  statement.  The  above  facts 
were  developed  subsequently  when  in  bankruptcy  proceedings  the 
attorneys  for  the  bankrupt  offered  a  composition  of  something  like 
two  cents  on  the  dollar  and  an  investigation  was  made  at  the  in- 
stance of  certain  creditors  in  an  effort  to  determine  the  true 
situation. 

The  banker  is  not  charged  with  the  duty  of  being  an  account- 
ant, but  he  is  scarcely  to  be  classed  as  a  banker  these  days  if  he 
is  not  able  to  read  and  interpret  a  balance-sheet.  It  should  be 
said  in  their  praise  that  bankers  are  as  a  rule  very  adept  at  this  sort 
of  thing.  But  again  it  is  a  matter  of  confidence — the  acceptance 
of  the  facts  as  stated — the  belief  that  reliance  may  be  placed  upon 
the  representation  of  the  statement. 

The  unsupported  financial  statement  of  the  applicant  for  a 
loan  is  better  than  no  statement  at  all,  but  it  does  not  answer  the 
purpose.  First,  because  it  frequently  leaves  something  to  be  de- 
sired in  the  matter  of  presentation ;  second,  because  it  offers  no 
other  basis  than  confidence. 

The  financial  facts  represented  by  the  statement  should  be 
verified.  It  is  not  sufficient  that  the  assertion  of  the  applicant  be 
accepted  if  the  banker  would  avail  himself  of  every  opportunity 
to  safeguard  the  funds  of  the  bank.  Many  a  plausible  story,  sup- 
ported by  what  has  appeared  to  be  good  evidence,  has  carried 
sufficient  persuasion  with  it  to  extract  money  from  the  cashier  of 
a  bank  where  an  armed  force  could  not  have  done  so. 

The  borrower  is  naturally  biased  in  his  own  favor.  Without  of 
necessity  misrepresenting  anything  or  in  any  way  misleading  he 
is  always  optimistic  as  to  his  financial  condition  and  presents  his 
case  in  the  most  favorable  light.  The  independent  and  disinterested 
investigator  has  no  such  bias.  He  searches  out  the  cold  facts.  He 
presents  them  in  equally  cold-blooded  manner.  Further,  he  certi- 
fies to  them. 

Some  few  years  ago  the  American  Association  of  Public  Ac- 
countants, now  the  American  Institute  of  Accountants,  addressed 
an  inquiry  to  the  bankers  throughout  the  country  asking  them  to 
express  their  attitude  toward  certified  financial  statements  as  a 

164 


Certified   Financial   Statements    as   a    Basis   for    Credit 

basis  for  credit.     Eight  hundred  and  forty-four  replies  were  re- 
ceived and  classified  as  follows : 

Strongly  in  favor 121 

Favorable 501 

Opposed    15 

Strongly  opposed 5 

Non-committal    202 

Among  those  in  the  first  class  were  some  of  the  foremost 
bankers  in  the  country.  Those  opposed  or  strongly  opposed  ob- 
viously failed  to  catch  the  significance  of  the  inquiry  or  had  expe- 
rienced difficulty  in  obtaining  through  accountants'  certificates  the 
measure  of  protection  which  they  demanded.  The  non-committal 
group  was  comprised  largely  of  banks  in  small  places  where  the 
personal  acquaintance  of  the  bank  officers  with  the  borrowers  and 
their  affairs  made  it  unnecessary  to  require  certified  statements. 
As  many  expressed  it,  "The  idea  is  all  right,  but  it  doesn't  apply 
in  our  case." 

One  banker  in  Omaha,  Nebraska,  cited  an  instance  where  his 
bank  had  been  saved  $40,000  through  having  insisted  on  a  certified 
statement  which  the  borrower  declined  to  furnish.  Another  bank 
made  the  loan  and  subsequently  took  the  loss. 

A  St.  Louis  bank  officer  replied  as  follows :  "During  this  year 
we  have  found  that  three  of  our  borrowers  falsified  their  state- 
ments. The  net  loss  to  us  was  about  $20,000.  Certified  statements 
would  have  saved  us  that  sum." 

From  Pawtucket,  Rhode  Island,  comes  the  following  statement : 
"We  give  preference  in  buying  brokers'  paper  to  statements  certi- 
fied by  public  accountants  well  and  favorably  known  to  us." 

Statements  prepared  to  be  submitted  to  bankers  should  be  so 
fashioned  as  to  supply  quickly,  fully  and  succinctly  the  information 
which  the  banker  needs  in  coming  to  a  conclusion  as  to  the  present 
status  of  affairs  and  prospects  for  the  future.  An  accountant  will 
only  succeed  in  this  respect  as  he  is  able  to  put  himself  in  the  place 
of  the  banker  who  reads  the  statement.  A  balance-sheet  prepared 
for  stockholders  or  prospective  investors  might  contain  all  the  in- 
formation which  the  banker  needs,  but  presumably  would  not  be  as 
satisfactory  as  one  which  would  focus  the  attention  immediately 
upon  the  liquid  aspect  of  the  situation. 

The  lending  banker  is  concerned  chiefly  with  his  position  in  case 
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he  makes  the  loan  and  with  the  probability  of  repayment.  It  is 
essential  to  good  banking  practice  that  the  loanable  fund  be  not 
tied  up  in  long-term  loans.  The  banker  is  anxious,  first,  that  he 
shall  get  back  the  funds  which  he  has  lent,  and,  second,  that  he 
shall  get  them  back  within  a  short  time.  Thus  is  the  loanable  fund 
kept  in  circulation. 

Having  this  in  mind  the  banker  generally  looks  immediately  at 
the  liquid  assets.  He  compares  them  quickly  with  the  current  lia- 
bilities. He  is  likely  to  be  interested  in  the  ratio  which  the  net 
liquid  assets  bear  to  the  total  liquid  assets,  representing  the  margin 
of  safety,  as  it  were.  Like  the  credit  man  he  is  always  more  im- 
pressed if  the  liquid  assets  are  at  least  twice  the  current  liabilities. 

One  by  one  he  goes  over  the  liquid  assets,  regarding  them  al- 
ways in  the  light  of  the  rapidity  with  which  they  may  be  converted 
into  cash.  Current  liabilities  will  be  examined  with  regard  to  the 
order  in  which  they  take  preference  and  the  pressure  which  they 
exert  as  to  payment.  All  these  inquiries  the  banker  directs  at  the 
statement  with  the  idea  of  trying  to  determine  what  will  be  the 
outcome  in  so  far  as  he  is  concerned,  if  he  decides  to  take  the 
place  temporarily  of  some  of  the  present  creditors  or  furnish  addi- 
tional working  capital  to  the  enterprise  for  a  time. 

The  statement  to  be  satisfactory  must  exhibit  the  financial  vigor 
of  the  business,  must  show  what  it  has  been  doing  in  this  respect 
in  the  recent  past  and  give  some  indication  of  the  prospects  for  the 
future.  For  such  purposes  a  comparative  statement  of  financial 
condition  is  desirable.  It  should,  however,  be  supplemented  with  a 
statement  showing  the  net  sales  for  the  last  year.  Thus  is  the 
reader  of  the  statement  apprised  of  the  conditions  under  which 
he  enters  into  the  relation  of  creditor. 

As  one  banker  has  said,  "A  balance-sheet  will  not  validate  an 
inventory."  It  might  be  added,  "no  more  will  it  validate  any  other 
item  thereon."  Without  certification  it  is  essentially  a  document 
which  must  be  taken  on  faith,  and,  at  that,  faith  in  an  interested 
party. 

The  certified  balance-sheet  does  validate  the  inventories  as  well 
as  all  the  other  items.  It  means,  as  to  inventories,  for  example, 
that  the  accountant  has  satisfied  himself  that  they  represent  sound 
values ;  that  they  contain  no  obsolete  or  unsalable  material ;  that 
they  have  been  priced  at  cost  or  market,  whichever  is  lower,  unless 
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otherwise  stated ;  and  that,  generally  speaking,  the  value  placed  on 
the  inventories  is  one  which  they  may  reasonably  be  expected  to 
realize  in  case  of  necessity. 

In  the  present  peculiar  economic  condition,  in  which  this  coun- 
try now  is  found,  the  banker  is  brought  into  a  position  of  more 
than  usual  importance.  First,  because  the  general  increase  in  the 
price  level,  having  brought  about  a  condition  in  which  twice  as 
much  working  capital  as  formerly  is  required,  has  sent  an  increas- 
ing number  of  borrowers,  who  are  not  in  a  position  to  re-finance 
through  capital  obligations,  to  the  banks  for  current  loans.  .Ac- 
cording to  statistics  which  appeared  recently,  commercial  loans 
increased  from  January  I  to  April  30,  1920,  one  billion,  one  hun- 
dred millions  of  dollars  ($1,100,000,000)  or  10  per  cent.  Inci- 
dentally, during  the  same  period  Wall  street  loans  decreased  7  per 
cent. 

Secondly,  the  banker's  position  is  important  because  during  the 
movement  which  has  as  its  purpose  enforced  deflation,  the  honest 
commercial  borrower  will  suffer  most.  Being  forced  to  sell  at  low 
prices  goods  into  which  have  entered  high  priced  material  and  labor, 
the  manufacturers  and  merchants  are  likely  to  find  themselves  em- 
barrassed to  meet  current  obligations  and  forced  to  turn  to  the 
banks  quite  legitimately  for  assistance. 

In  the  third  place,  the  banker  plays  an  increasingly  important 
role  because  of  the  demands  upon  him  for  funds  with  which  to 
take  advantage  of  present-day  financial  opportunities.  With  the 
present  condition  of  the  stock  market,  nothing  is  so  cheap  as  securi- 
ties. There  are  huge  profits  to  be  made  in  real  estate.  The  manu- 
facture of  sweets,  to  take  the  place  of  alcohol,  and  foreign  trade 
ventures  give  most  tempting  promise  of  large  returns.  The  con- 
servative banker  who  has  the  good  of  the  country  at  heart  and 
who  wishes  to  be  a  factor  in  settling  conditions  and  bringing  down 
prices  so  that  they  will  stay  down  frowns  on  applications  for  loans 
of  this  character.  Nothing  will  contribute  more  to  the  lowering 
of  prices,  it  is  believed,  than  discrimination  by  bankers,  including 
officers  of  the  federal  reserve  banks,  in  the  making  of  loans. 

In  all  these  cases  the  banker  needs  facts  from  which  to  pro- 
ceed. It  is  contended  that  certified  financial  statements  prepared  by 
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duly  qualified  independent  accountants  may  be  a  most  effective 
means  of  assistance  to  him  in  these  matters.  They  may  be  of 
help  to  him  in  exercising  judgment  as  to  the  granting  of  loans. 
They  may  help  to  satisfy  him  subsequently  as  to  the  judicious  use 
of  the  funds  so  lent.  They  will  help  him  in  keeping  the  loanable 
funds  of  the  country  employed  to  best  advantage  while  taking 
every  precaution  as  to  their  safety  and  prompt  return. 
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How  to  Write  a  Report* 

BY  WALTER  A.  STAUB 

Too  much  emphasis  cannot  be  placed  on  the  importance  of  a 
well-written,  informing  report  to  a  client  upon  completion  of  an 
engagement,  or  even  before  its  completion  if  the  circumstances 
are  such  as  to  call  for  a  preliminary  report. 

The  report  is  the  means  by  which  the  accountant  maintains  his 
line  of  communications  with  the  client.  In  many  cases  the  client 
himself  may  see  little  of  the  members  of  the  staff  directly  engaged 
on  the  work,  and  his  impression  of  the  value  of  the  work  done 
will  be  based  in  a  large  measure  on  the  report  submitted.  The  re- 
marks which  follow  are  suggestions  inspired  by  observation  of  the 
fate  of  many  report  drafts,  the  impressions  gained  of  their  virtues 
or  faults,  and  the  conviction  that  there  are  certain  aims  to  be  held 
in  view  and  pitfalls  to  be  avoided  in  writing  a  report. 

Don't  be  stereotyped.  Some  men  seem  to  labor  under  the  im- 
pression that  it  is  necessary  to  prepare  the  text  of  reports  in  the 
same  form  which  they  have  found  used  by  other  men  when  first 
joining  the  staff.  This  stereotyped  form  most  often  consists  of 
comments  ad  seriatim  on  the  items  of  the  balance-sheet ;  and  be- 
fore beginning  to  read  the  report  one  already  knows  it  will  read 
something  like  this : 

We  have  checked  the  bank  balances  and  counted  the 
cash  on  hand ;  we  have  verified  the  trial  balance  of  ac- 
counts receivable  ledger,  etc.,  etc., 

going  through  all  the  minutiae  of  insurance  and  other  prepaid  ex- 
penses (often  of  comparatively  small  amount),  through  the  lia- 
bilities one  by  one,  and  then  to  the  capital  stock'. 

At  this  point,  if  the  matter  is  referred  to  at  all,  the  operations 
of  the  year,  which  usually  are  or  would  be  of  greater  interest  to 
the  client  than  most  other  features  of  the  report — particularly  if  it 
is  a  periodical  audit — are  dismissed  with  a  word  or  two  of  trite 
comment  or  of  reference  to  the  appended  earnings  and  expense 
statement. 


*  Summary  of  an  address  to  members  of  the  staff  of  Lybrand,  Ross  Bros.  &  Mont- 
gomery. 
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This  is  a  quick  way  to  write  a  report,  but  it  doesn't  make  an 
interesting  or  valuable  one.  For  instance,  we  have  clients  for 
whom  we  have  been  making  annual  audits  for  the  past  ten,  fifteen 
or  twenty  years,  and  you  can  imagine  with  what  eagerness  they 
await  and  with  what  mental  stimulation  they  read  each  year  the 
report  that  brings  them  the  astounding  news  that  once  again  we 
have  verified  the  bank  balances  and  counted  the  petty  cash  and 
actually  found  them  to  be  correct !  If  a  client  had  a  suspicion  that 
such  an  obvious  thing  as  verifying  the  cash  balance  were  not  being 
done  he  would  probably  soon  change  auditors.  Some  things  are 
so  obviously  a  part  of  the  auditor's  duty  that  in  the  absence  of  a 
definite  statement  to  the  contrary  it  is  to  be  assumed  that  they 
have  been  done. 

To  sum  up  under  this  head,  let  us  get  away  from  this  stereo- 
typed form  of  balance-sheet  comment  and  use  it  only  when  it  is 
really  demanded.  Cases  in  which  this  form  of  comment  may  ap- 
propriately be  used  will  be  referred  to  later. 

Discuss  important  matters  early  in  report.  Ordinarily,  try  to 
put  in  the  early  part  of  your  report  really  important  matters, 
things  that  are  vital  and  interesting  to  the  client  and  to  which  his 
attention  should  be  promptly  called. 

When  important  matters  are  preceded  by  comments  on  numer- 
ous minor  matters,  particularly  if  they  are  dealt  with  in  a  technical 
way,  the  client  may  be  exhausted  by  the  time  he  gets  to  the  im- 
portant items  and  may  pass  them  by,  saying  to  himself,  "I  guess 
the  rest  of  it  is  all  right."  Thus  some  special  comment,  perhaps 
connected  with  operations  of  the  year,  may  not  attract  attention 
because  it  was  not  stated  in  the  early  part  of  the  report. 

Don't  elaborate  on  trifles.  If  a  slight  difference  between  con- 
trolling accounts  and  subsidiary  ledgers  should  occur  or  there 
should  be  an  error  of  two  cents  in  petty  cash,  it  may  be  right  to 
mention  the  fact,  but  the  average  client  does  not  want  to  be  bur- 
dened with  such  non-essential  matters.  If  errors  are  indicative  of 
carelessness,  even  though  otherwise  not  vital,  it  is  advisable  to 
report  them,  commenting  thereon  in  as  few  words  as  possible. 
This  treatment  will  please  the  average  client  much  more  than  if 
such  minor  matters  are  unduly  stressed. 

Do  not  pad  the  report  merely  to  have  it  run  into  a  considerable 
number  of  pages.  A  brief  report  containing  worth-while  com- 
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ments  is  preferable  to  copious  comments  which  are  really  much 
ado  about  nothing. 

Cover  everything  vital.  It  is  annoying  to  a  client  to  have  a 
report  come  to  him  and  then  later  receive  a  supplemental  report  on 
something  that  had  been  omitted  from  the  report  proper,  espe- 
cially if  the  client  be  a  banking  or  investment  house  floating  issues 
of  securities  which  has  in  the  meantime  issued  circulars  based  on 
the  initial  report. 

There  are,  of  course,  some  engagements  in  which  supplemental 
reports  are  entirely  in  order.  For  example,  in  brokerage  or  bank 
examinations  supplemental  reports  are  frequently  necessary  for 
the  purpose  of  bringing  to  the  client's  attention  accounts  or  loans 
for  which  confirmations  have  not  been  received. 

Endeavor  to  make  report  interesting.  Try  to  learn  of  things 
during  the  examination  which  will  interest  the  client.  The  form 
of  presentation  frequently  decides  whether  or  not  the  client's  in- 
terest will  be  aroused.  Increasing  the  use  of  charts  to  facilitate  the 
comprehension  of  developments  or  tendencies  in  sales,  costs,  mar- 
gins of  profit,  etc.,  is  well  worth  considering. 

Use  clear,  concise  English.  The  language  used  in  writing  a 
report  should  be  clear  and  concise  and  should  avoid  ambiguity. 
Especially,  avoid  long  sentences.  When  an  effort  is  made  to  cut 
down  the  sentences,  making  them  short  and  crisp,  there  is  more 
likelihood  of  a  clear  statement  of  facts  than  when  a  long  sentence 
starts  at  the  top  of  a  page  and  extends  over  to  the  next.  Do 
not  begin  too  many  sentences  with  participles  or  indirect  forms  of 
expression. 

Cutting  up  the  text  into  short  paragraphs  helps  to  make  a 
report  clear.  Theoretically,  a  new  paragraph  should  be  started 
only  when  a  new  train  of  thought  begins,  but  strict  adherence  to 
this  academic  rule  often  results  in  discouragingly  long  paragraphs. 
Subdivision  of  an  extended  comment  into  a  number  of  paragraphs 
facilitates  its  digestion. 

A  liberal  use  of  paragraph  captions  also  tends  to  facilitate  the 
client's  reading,  study  and  comprehension  of  a  report. 

Study  your  client  before  you  write  your  report.  Different 
clients  like  different  kinds  of  reports.  Some  clients  will  not  read 
a  twenty-five  page  report  for  love  or  money,  while  others  delight 
in  going  into  the  minutest  details  of  the  business.  Try  to  form 
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some  idea  of  the  kind  of  report  that  will  appeal  to  the  client  or  his 
responsible  representatives. 

Write  report  promptly.  Unless  a  report  is  promptly  for- 
warded to  the  client  it  is  not  apt  to  excite  his  interest  when  it  ar- 
rives, but  rather  to  arouse  a  feeling  of  peevishness  because  of  de- 
layed presentation.  It  is  important  that  the  accountant  in  charge 
of  the  work  in  the  field  get  his  draft  report  into  the  office  as 
soon  as  the  work  is  finished,  because,  at  best,  the  review,  typing 
and  comparing  of  the  report  in  the  office  after  the  draft  arrives 
there  must  take  some  time.  It  makes  an  excellent  impression  on 
the  client  if  he  receives  the  report  soon  after  the  completion  of  the 
work. 

Write  report  in  client's  office.  Two  strong  reasons  are  ad- 
vanced for  writing  the  report  draft  in  the  client's  office,  when- 
ever it  is  feasible  to  do  so — and  it  usually  is — viz., 

1.  Accessibility  of  records. 

2.  The  client  appreciates  the  time  spent  on  work. 

As  to  accessibility  of  the  records,  if  the  draft  is  written  at  our 
office,  questions  or  points  coming  up,  on  which  more  information 
seems  desirable,  necessitate  much  telephoning  (with  the  possibility 
of  the  information  received  in  this  way  not  always  being  accurate) 
or  perhaps  involve  an  additional  trip  to  the  client's  office.  Particu- 
larly in  the  case  of  out-of-town  engagements  is  it  annoying,  when 
writing  the  report  after  returning  to  the  office,  to  find  that  data 
are  lacking,  the  need  for  which  was  not  previously  seen. 

If  the  report  is  written  in  the  client's  office,  the  records  are 
available  for  securing  readily  such  supplemental  information  as  the 
drafting  of  the  report  discloses  to  be  necessary.  Also,  explana- 
tions which  it  may  be  desirable  to  secure  from  the  client's  staff  are 
more  likely  to  be  satisfactory  if  received  on  the  ground  than  when 
obtained  over  the  telephone  or  by  mail.  The  difficulty  of  secur- 
ing satisfactory  explanations  at  long  range  tends  to  result  in  the 
slighting  in  the  report  of  perhaps  important  matters. 

When  a  report  takes  long  to  prepare,  the  client  does  not  ap- 
preciate the  time  required  to  assemble  papers  and  write  and  rewrite 
the  report.  He  simply  knows  that  the  accountant  is  gone  and 
gives  no  credit  for  time  spent  elsewhere. 

Accept  proper  responsibility.  Some  reports  would  lead  one 
to  believe  that  they  were  written  for  the  protection  of  the  ac- 
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countant  and  to  serve  as  an  alibi  in  case  it  later  developed  that  all 
was  not  as  it  should  be  in  the  client's  affairs. 

When  a  client,  whether  for  reasons  best  known  to  himself  or 
for  reasons  expressed  to  us,  does  not  want  the  accountant  to  fol- 
low what  appeals  to  the  latter  as  the  best  procedure  in  making  the 
examination,  the  accountant  should,  of  course,  make  mention  of 
the  restriction  in  the  report.  Also,  if  by  instructions  of  the  client 
an  examination  is  limited  in  scope,  the  report  should  not  fail  to 
disclose  this  fact.  When,  however,  a  client  does  not  impose  any 
restrictions  or  limitations,  it  is  not  fair  to  him  to  make  the  report 
an  erudite  collection  of  ifs  and  buts. 

Supplementing  the  foregoing,  it  may  be  stated  that  certain  en- 
gagements are  of  a  special  nature  and  ordinarily  warrant  the  re- 
ports describing  at  least  briefly  the  steps  taken  to  verify  the  assets 
and  liabilities.  Bank  and  brokerage  audits  come  into  this  class, 
because  there  are  usually  at  least  some  items  which  even  in  a 
fairly  comprehensive  examination  it  may  not  be  practicable  to 
verify  as  conclusively  as  the  auditor  would  wish.  For  example, 
the  deposit  accounts  in  a  bank  examination  are  seldom  verified  as 
exhaustively  as  would  be  theoretically  desirable,  and  it  is  im- 
portant not  only  to  have  this  understood  by  the  client  but  also  to 
make  it  a  matter  of  record  in  the  report. 

It  is  so  obvious  that  it  need  hardly  be  stated  that  a  good  report 
can  be  written  only  if  it  has  been  preceded  by  a  good  examina- 
tion, that  is,  one  which  is  thorough,  intelligently  conducted  and 
directed  toward  ends  which  will  be  of  the  greatest  service  to 
the  client.  As  a  conclusion  of  this  discussion,  it  may  be  in  order  to 
repeat  the  proverb :  "First  be  sure  you're  right  and  then  go  ahead." 
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BY  EDWIN  E.  LEFFLER 

Institutes,  made  up  of  members  of  a  profession,  are,  as  a  rule, 
organized  to  promote  and  benefit  that  profession  and  as  such  their 
activities  are  diversified.  Some  of  these  activities  are  educational ; 
some  assist  in  maintenance  of  high  standards  of  ethics ;  others  con- 
cern the  establishment  of  a  library  and  keeping  the  members  in 
touch  with  all  new  literature  appertaining  to  the  profession. 

Accounting  for  an  institute  of  this  nature  has  many  phases. 
The  revenue  comes  from  the  payment  of  dues,  the  subscription  to 
a  monthly  journal  or  bulletin,  the  sales  of  advertising  and  so  on. 
The  expenditures  must  be  distributed  to  various  committees  and 
appropriations.  While  these  organizations  are  not  as  a  rule  run 
to  create  a  large  surplus,  it  is  essential  nevertheless  that  they  em- 
ploy modern  methods  in  their  accounting. 

In  this  paper  I  will  endeavor  to  point  out  some  of  the  salient 
features  of  a  system  for  such  an  institution,  covering  the  matter 
only  in  a  general  way  and  in  the  following  order :  first,  describing 
the  principal  books  necessary;  then  a  simple  chart  of  accounts; 
following  this  by  a  description  of  the  method  for  recording  the 
various  revenues  and  expenditures;  the  preparation  of  a  budget; 
the  treatment  of  accounts  payable  and  some  other  matters  of  a 
more  or  less  general  character. 

In  describing  the  books  I  shall  omit  all  reference  to  minute 
books,  members'  records  and  books  of  a  like  character,  simply 
confining  myself  to  the  accounting  books.  The  principal  books 
essential  to  a  system  for  an  institute  are  cashbook,  journal,  dues 
and  sales  journal,  general  ledger,  members'  dues  ledger,  petty 
cash  book  and  possibly  a  miscellaneous  accounts  receivable  ledger. 

No  description  of  the  cashbook  and  journal  is  necessary  ex- 
cept to  say  that  they  should  be  columnar  books  and  that  the  head- 
ings for  the  columns  can  be  worked  out  readily  for  any  different 
classification  desired.  The  members'  dues  ledger  can  easily  be 
designed  to  cover  a  period  of  ten  years  by  having  the  pages 


*A  thesis  presented  at  the  May,  1920,  examinations  of  the  American  Institute  of 
Accountants. 
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printed  on  both  sides  and  perforated  on  both  ends  so  that  they 
may  be  reversed  in  the  binder.  Five  sets  of  columns  may  be 
printed  on  each  side  to  take  care  of  five  years.  The  columns  should 
be  divided  for  dues  charged  and  dues  paid  showing  date  and 
amount  under  each  heading.  A  short  sheet  with  the  members' 
numbers  (entered  in  numerical  order),  names  and  grades,  as 
"fellow,"  "member,"  "associate,"  may  be  printed;  and  this  will 
last  for  a  number  of  periods,  changing  the  long  sheet  with  the 
columns  as  frequently  as  necessary. 

The  dues  and  sales  journal  should  have  columns  for  date, 
bill  number,  name,  total  charge  and  distributions,  such  as  entran:e 
fees,  current  dues,  past  dues,  subscriptions,  etc. 

A  comprehensive  chart  of  accounts  should  be  thought  out  and 
arranged  with  regard  to  the  peculiar  necessities  of  the  institute  in 
mind.  The  following  chart  is  submitted  merely  to  cover  the  mat- 
ter in  a  general  way  and  is  not  intended  to  be  a  finished  product. 

Assets:  real  estate — buildings — furniture  and  fixtures — 
library — investments — inventories  (year-book,  journal,  member- 
ship buttons,  etc.) — cash — accounts  receivable  (dues,  subscrip- 
tions, advertisement,  buttons  and  miscellaneous) — cash  in  fund 
for  promotion  of  membership — blank  bond  of  fund  for  library 
extension. 

Liabilities:  accounts  payable — advance  dues — entrance  fees 
and  dues  advanced  by  applicants — reserve  for  depreciation  of 
buildings — reserve  for  depreciation  of  furniture  and  fixtures — 
reserve  for  fund  for  promotion  of  membership — reserve  for  fund 
for  library  extension — surplus. 

Revenue:  current  dues — past  dues — student  dues — entrance 
fees — subscriptions — sales  of  special  articles — sales  of  buttons — 
advertising — interest  on  bank  balances — interest  on  investments — 
miscellaneous  revenue. 

Expenditures:  salaries — binding  and  mailing  journal — sta- 
tionery and  printing — general  expenses — express — postage — meet- 
ings— membership  committee  expenses — standards  committee  ex- 
penses— year-book  expense — blank  medal  award — dues  written  off 
as  uncollectible. 

Many  of  these  expense  items  must  be  distributed  to  show  the 
amounts  expended  for  each  of  the  various  committees,  necessitat- 
ing, for  example,  several  salary  accounts. 
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Revenues  in  most  instances  will  be  from  similar  sources  in  all 
organizations,  as  entrance  fees,  dues,  student  dues,  subscriptions, 
advertising,  interest,  sales  of  buttons  and  so  on. 

One  of  the  main  difficulties  in  designing  a  system  of  this  kind 
will  be  the  method  of  accounting  for  yearly  dues.  In  describing 
this  method  let  us  start  from  the  point  when  an  applicant  is  voted 
a  member. 

The  first  step  when  an  applicant  has  been  voted  a  member  is 
to  assign  to  this  member  a  number.  These  numbers  should  be 
used  consecutively,  taking  the  next  open  number  from  the  short 
sheet  in  the  members'  dues  ledger.  This  number  should  serve  to 
identify  everything  appertaining  to  the  member.  It  should  appear 
on  his/' bill  for  dues,  be  used  for  filing  purposes  and  so  on.  When 
a  member  is  dropped  or  resigns,  after  a  certain  time  has  elapsed  his 
number  should  be  used  for  a  new  member. 

On  the  first  of  the  year,  all  dues  should  be  extended  into  the 
dues  charged  column  of  the  members'  dues  ledger  and  bills  should 
be  mailed  for  these  dues.  The  columns  should  be  footed  and  the 
totals  carried  to  the  dues  and  sales  journal.  This  should  be  proved 
by  multiplying  the  number  of  members  by  the  yearly  dues.  Dues 
of  members  elected  during  the  year  are  charged  through  the  dues 
and  sales  journal  and  distributed  to  the  various  columns.  These 
charges  are  then  posted  to  the  members'  dues  ledger  according  to 
the  numbers  that  have  been  assigned  to  them.  Advertising,  sub- 
scriptions, sales  of  buttons,  etc.,  are  charged  through  the  dues  and 
sales  journal,  distributed  in  appropriate  columns  and  posted  in  the 
proper  subsidiary  ledgers. 

Cash  received  is  entered  in  the  cash  receipt  book  in  proper 
columns.  This  entry  should  show  member's  account  number  in 
the  case  of  dues,  to  facilitate  posting  to  the  members'  dues  ledger. 
Appropriate  control  accounts  are  set  up  in  the  general  ledger  and 
a  proof  of  accounts  receivable  ledgers  is  taken  at  short  inter- 
vals. At  the  end  of  the  year,  all  dues  unpaid  are  transferred  by 
journal  entry  from  current  dues  to  past  dues.  Entrance  fees, 
dues  and  any  other  money  accompanying  an  applicant's  applica- 
tion should  be  credited  to  a  liability  account,  "dues  and  fees  ad- 
vanced by  applicants."  As  members  are  elected  their  fees  are 
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journalized  from  this  account  to  entrance  fees,  dues  and  other 
appropriate  accounts. 

For  purposes  of  following  up  delinquent  members,  after  a  defi- 
nite period  of  time  has  elapsed  and  the  members  have  not  paid 
bills  for  dues,  the  membership  mailing  list  may  be  run  off  on  state- 
ment forms  and  arranged  in  numerical  order.  These  may  be  read- 
ily compared  with  members'  dues  ledgers  and  statements  for  mem- 
bers in  arrears  may  be  sent  out.  After  a  certain  time,  notices 
should  be  sent  out  by  the  same  method  as  above  enclosing  extracts 
from  the  by-laws  relative  to  dues. 

When  bills  are  received  they  are  verified  as  to  the  receipt  of 
the  goods  and  as  to  quantities.  They  are  then  checked  as  to 
prices  and  extensions.  All  these  operations  are  indicated  on  the 
bills  by  means  of  a  rubber  stamp.  Cheques  are  made  out  and  dis- 
tributed to  the  proper  committees  and  appropriations.  A  state- 
ment of  these  disbursements  is  made,  with  sheets  showing  the 
amount  charged  to  each  appropriation  for  the  period  and  the 
amount  of  the  appropriation  unexpended.  These  statements  are 
submitted  to  the  finance  committee  at  its  monthly  meeting.  When 
this  statement  of  disbursements  has  been  approved  for  payment 
by  the  finance  committee  and  the  chairman  has  signed  the  state- 
ment of  cheques,  the  cheques  and  statement  are  delivered  to  the 
treasurer.  The  treasurer  signs  the  cheques,  verifying  the  amount 
of  the  cheques  by  the  list  approved  by  the  finance  committee.  The 
cheques  are  then  mailed,  and  the  vouchers  are  stamped  "approved 
for  payment  by  the  finance  committee"  with  the  date  and  numbers 
of  cheques  inserted  in  the  proper  spaces.  The  vouchers  are  then 
filed  by  vendors'  names  and  each  voucher  has  endorsed  on  it 
a  complete  record,  thus  showing  that  it  has  been  completely 
checked  and  approved  as  well  as  showing  the  cheque  number  and 
date  of  payment. 

An  imprest  petty  cash  fund  should  be  maintained  for  petty 
expenditures.  Disbursements  are  made  on  a  regular  petty  cash 
voucher  properly  approved  by  some  designated  person.  These 
disbursements  are  distributed  to  the  various  committees'  appro- 
priations and  a  voucher  showing  such  distribution  is  made  out. 
This  is  submitted  to  the  finance  committee  at  the  next  meeting 
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and  approved  in  the  same  manner  as  described  in  the  previous 
discussion. 

In  a  system  such  as  is  described  here  it  probably  will  not  be 
necessary  to  run  a  purchase  journal  and  accounts  payable  ledger, 
but  this  liability  should  be  reflected  on  the  books  at  the  time  of 
the  yearly  closing.  These  bills  cannot  be  distributed  to  the  various 
committees,  as  they  have  not  been  approved  by  the  finance  com- 
mittee. This  liability  may  be  shown,  however,  by  setting  up  the 
bills  unpaid  at  the  close  of  the  fiscal  period  as  accounts  payable 
and  charging  profit  and  loss  by  means  of  a  journal  entry.  After 
the  closing  this  entry  should  be  reversed. 

Towards  the  end  of  the  fiscal  year  it  is  well  to  write  to  the 
chairmen  of  the  various  committees  giving  them  all  the  detail  pos- 
sible as  to  the  amount  of  the  appropriations  and  expenditures  for 
the  previous  years  and  asking  for  an  estimate  of  their  needs  for 
the  next  year.  When  these  estimates  are  returned  a  tentative  bud- 
get is  prepared  for  the  consideration  of  the  finance  committee. 

This  tentative  budget  is  submitted  to  the  finance  committee, 
with  a  statement  in  proper  columns  showing  receipts  in  past  years 
— from  what  sources  the  revenue  was  obtained — the  disburse- 
ments in  past  years  showing  the  amount  expended  for  each  com- 
mittee— the  amounts  appropriated  for  each  committee  for  the 
ensuing  year — the  estimated  income  from  various  sources  for  the 
ensuing  appropriation  year — the  appropriations  provided  for  the 
different  committees  for  the  preceding  years — the  estimated  sur- 
plus or  deficit  for  the  ensuing  year — the  record  of  expenditures  for 
different  items  of  each  committee's  appropriation. 

With  these  facts  before  it  the  finance  committee  prepares  a 
final  budget  for  the  next  year,  showing  the  amount  allotted  to 
each  committee  and  the  purposes  for  which  the  appropriations  are 
to  be  expended. 

A  monthly  statement  should  be  prepared  and  mailed  to  the 
chairmen  of  the  various  committees  showing  the  expenditures  of 
their  individual  committees  to  date,  together  with  the  amount  of 
their  appropriations  still  unexpended  and  any  known  expenses 
to  be  incurred  for  their  committee. 

Usually  some  revenue  is  received  which  is  to  be  set  aside  for 
a  specific  purpose,  such  as  a  "fund  for  the  promotion  of  technical 
papers."  These  funds  may  be  carried  as  cash,  preferably  in  a 
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savings  bank  or  in  investments  in  gilt-edged  securities.  These 
funds  are  best  treated  by  setting  them  up  as  an  asset  and  offsetting 
them  by  a  reserve  account  for  the  same  amount.  Earnings  or  dis- 
bursements for  the  fund  should  not  be  reflected  in  the  institute's 
earnings  but  should  go  direct  to  the  fund  for  which  intended.  A 
statement  of  these  funds  should  be  incorporated  in  the  annual 
report  to  the  board  of  directors. 

Some  societies  receive  numerous  donations.  For  these  a 
receipt  book  printed  and  numbered  consecutively  should  be  used. 
For  every  donation  received,  a  receipt  should  be  forwarded  to 
the  donor,  the  stub  or  duplicate  remaining  as  the  society's  record. 
These  stubs  should  be  footed  once  a  month  or  at  designated  periods 
and  the  totals  should  be  brought  into  the  cash  received  book  and 
be  properly  distributed. 

Lists  of  donations  should  be  published  in  the  society's  bulletin, 
and  the  people  expected  to  donate  to  a  certain  society  should  be 
warned  to  see  that  they  receive  a  receipt. 

Careful  account  for  membership  buttons  or  badges  sold  to 
members  should  be  made.  Records  should  be  kept  of  the  amount 
of  sales  and  the  cost  of  these  sales.  This  is  important  that  the 
society  may  not  lose  money  on  sales,  unless  it  is  the  policy  to  do 
so.  On  the  other  hand  only  a  moderate  profit  should  be  made. 

It  is  important  that  members'  mailing  lists  be  kept  up  to 
date.  Forms  should  be  prepared  to  record  all  changes  of  address, 
grade  or  other  information.  These  forms  should  be  initialed  by 
the  person  making  the  change  on  the  mailing  list,  ordering  the 
new  stencil  or  taking  any  other  step  that  is  necessary  to  complete 
the  society's  record  of  these  changes. 

It  is  good  policy  to  have  the  books  of  the  society  audited  regu- 
larly and  the  annual  reports  certified  by  a  recognized  firm  of 
accountants. 

In  conclusion  it  may  be  stated  that  this  article  has  only  at- 
tempted to  bring  out  some  of  the  main  features  in  a  system  for  a 
professional  institution  and  does  not  purport  to  cover  the  entire 
field.  Much  could  be  done  in  the  way  of  standardizing  accounts 
for  institutes,  as  it  seems  to  be  a  phase  of  accounting  that  readily 
lends  itself  to  standardization.  It  would  appear  that  a  wide 
field  is  open  for  the  accountant  and  that  he  owes  it  to  his  pro- 
fessional brother  to  give  some  thought  to  his  brother's  needs. 
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BY  CHARLES  F.  BOMER 

In  general  the  accounting  of  companies  operating  iron  mines 
is  similar  to  that  in  other  lines  of  business,  but  there  are  several 
peculiarities  in  the  system  of  keeping  general  accounts  as  well  as  in 
the  cost  accounts. 

One  of  the  most  important  features  of  the  cost  system  is  the 
charging  off  of  the  exhaustion  of  the  mines  through  a  reserve  for 
depletion.  This  is  important,  because  in  mining  an  asset  is  being 
used  up ;  and  unless  sufficient  reserve  has  been  set  up  during  the 
time  when  the  operations  have  been  going  on  there  will  not  be 
any  capital  left  for  the  stockholders  when  the  mine  is  exhausted. 

Before  operations  begin,  a  survey  of  the  mine  is  made  and 
tests  are  made  by  engineers,  from  which  they  make  an  estimate  of 
the  number  of  tons  of  ore  that  are  available  for  mining.  This 
is  done  in  various  ways,  usually  by  test  borings  at  various  places 
over  the  mine.  The  accounting  side  of  this  is  taken  care  of  by 
dividing  the  total  cost  of  the  land  surveyed  by  the  estimated  num- 
ber of  tons  of  iron  to  be  produced  by  the  land.  This  gives  a 
certain  number  of  cents  or  fractions  thereof  per  ton,  which  is  the 
figure  used  to  set  up  the  reserve  for  depletion  on  each  ton  of  ore 
mined.  At  the  end  of  each  month,  a  charge  is  made  to  cost  of 
mining  for  depletion  equal  to  the  number  of  tons  of  ore  mined  dur- 
ing that  month  multiplied  by  the  amount  of  depletion  on  each 
ton  computed  as  above  stated.  The  amount  of  depletion  per  ton  is 
included  on  the  cost  sheet  to  show  the  cost  of  each  ton  of  ore  mined. 
The  cost  of  the  land  is  sometimes  inflated  by  the  promoters,  but 
as  the  amount  which  the  company  pays  is  the  cost  of  the  property 
to  the  company,  this  is  the  amount  that  must  be  taken  in  calculat- 
ing a  per  ton  depletion  amount. 

This  is  true  also  of  the  shafts  sunk  and  the  shaft  head  con- 
structed over  the  mouth  of  the  mine.  The  shaft  head  is  de- 
preciated on  the  basis  of  all  ore  that  will  be  reached  by  that  shaft 
at  every  depth,  while  the  cost  of  sinking  the  shaft  is  depreciated 

*A  thesis  presented  at  the  May,  1920,  examinations  of  the  American  Institute  of 
Accountants. 
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only  by  the  amount  of  tons  of  ore  to  be  mined  from  the  levels 
to  which  the  shaft  is  sunk. 

Depreciation  is  handled  in  much  the  same  way  as  in  all  lines 
of  business  except  that  the  materials  used  have  a  very  high  rate  of 
depreciation.  The  pumps  used  to  pump  the  water  from  the  mines, 
for  instance,  are  depreciated  at  the  rate  of  about  thirty-three 
per  cent  annually.  The  equipment  used  under  ground  is  also 
depreciated  at  a  high  rate,  the  electric  locomotives  being  considered 
good  for  only  four  or  five  years. 

The  payrolls  differ  somewhat  from  those  in  manufacturing 
concerns,  although  they  resemble  somewhat  the  method  of  record- 
ing piece-work.  The  miners  are  employed  on  two  different  pay 
bases :  one,  the  company  contract,  which  is  at  a  stated  rate  per 
diem;  and  another,  the  miner's  contract,  which  is  based  on 
the  amount  of  ore  produced  by  him.  On  the  company  contract,  the 
miner  is  paid  a  flat  rate  per  diem  and  is  supplied  with  all  his  tools 
and  explosives  free  by  the  company.  On  the  miner's  contract,  which 
is  the  more  popular  of  the  two,  the  men  work  in  gangs,  usually 
four  men  on  the  day  shift  and  four  on  the  night  shift,  and  these 
gangs  are  assigned  to  mine  a  certain  section  of  a  runway.  All 
the  ore  sent  up  by  these  eight  men  is  credited  to  the  crew  or 
contract,  and  at  the  end  of  the  month  they  are  paid  on  the  basis 
of  eight  equal  shares  of  the  money  earned  by  their  entire  gang. 

The  ore  is  sent  to  the  surface  in  small  dump  cars  called  skips. 
These  skips  usually  contain  one  and  one-half  cubic  yards  of 
earth,  but  the  average  rate  of  contents  for  a  certain  period  for 
all  the  ore  mined  is  the  figure  at  which  the  miners'  pay  is  calcu- 
lated. This  average  basis  is  determined  periodically,  usually 
monthly,  by  the  mine  superintendent  or  engineer,  the  mine  usually 
reserving  a  small  percentage  of  safety  so  that  it  will  not  overpay 
the  men. 

The  contract  rate  of  pay  is  so  much  per  cubic  yard,  less  the 
amount  charged  to  the  crew  for  the  explosives  and  small  tools 
used.  Therefore,  by  taking  the  number  of  skips  produced  by  the 
crew  during  the  month,  multiplied  by  the  average  contents  of  the 
skips  as  determined  by  the  mining  superintendent,  multiplying 
this  by  the  amount  per  cubic  yard  to  be  paid  to  the  miner  and  de- 
ducting the  amount  of  explosives  and  materials  used,  we  would  get 
the  total  amount  due  to  the  crew  for  the  ore  mined  during  the 
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period ;  and  dividing  this  total  by  the  number  of  men  in  the  crew, 
we  would  determine  what  each  man  is  to  receive.  This  method  is 
found  to  be  satisfactory,  as  the  men  have  an  incentive  to  work 
hard  and  it  is  surprising  what  a  difference  there  is  in  the  work 
the  good  miners  can  turn  out  and  that  of  the  poor  miners.  The 
men  on  their  own  contract  are  not  paid  for  their  shoring  of  the 
runways  or  blasting  of  the  rock;  they  are  compelled  to  do  this 
on  their  own  time  and  at  their  own  expense,  so  that  often  the 
difference  in  the  showings  between  crews  is  due  to  the  character 
of  the  ore  in  which  they  mine.  The  miners  are  usually  paid  by 
cheque,  there  being  no  law  in  Minnesota,  where  a  great  part  of  the 
iron  mining  is  done,  to  the  contrary.  The  miners  keep  a  careful 
tally  of  the  skips  that  they  produce  during  the  period  and  can  come 
very  close  to  telling  the  payroll  clerk  how  much  they  have  coming 
to  them. 

A  peculiar  feature  of  the  payroll  system,  as  used  in  iron 
mining  on  the  big  ranges  in  Minnesota,  is  the  assigning  by  the 
miners  of  the  pay  due  to  them  to  the  banks,  in  order  to  secure 
their  pay  before  it  is  due.  The  miners  do  this  by  means  of  as- 
signments, which  merely  transfer  their  interest  in  their  pay  to 
the  bank  to  the  extent  of  the  loan.  Miners  as  a  rule  seem  improvi- 
dent and  cannot  await  the  month  necessary  in  order  to  secure 
their  money  from  the  company.  They  get  a  slip  from  the  pay 
clerk  stating  the  amount  of  money  that  they  have  coming  to  them, 
sign  an  assignment,  take  it  to  the  bank,  and  the  bank  gives  them 
the  money,  the  company  at  the  same  time  acknowledging  this  as 
a  lien  on  the  miner's  next  pay  cheque. 

The  iron  mining  companies  pay  their  men  only  once  a  month, 
and  this  is  to  be  regretted,  as  the  banks  in  the  small  towns  in 
Minnesota  charge  the  miners  five  per  cent  for  these  assignments 
regardless  of  the  time  for  which  they  run.  This  time  is  usually 
about  two  weeks  and  it  is  easy  to  see  that  the  rate  charged  by  the 
bank  would  be  called  usury  in  most  states,  although  it  is  within 
the  law  of  Minnesota.  Some  companies  even  allow  the  banks 
to  charge  as  much  as  ten  per  cent,  splitting  the  interest  charges 
with  the  bank  half  and  half. 

A  complete  and  satisfactory  system  of  stock  and  material 
records  must  be  kept  at  the  mines.  This  is  due  in  part  to  the  fact 
that  the  miners  are  charged  for  the  explosives,  material  and  small 
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tools  that  they  use  in  mining.  The  miners  are  also  charged  with 
air  drills,  etc.,  that  they  use  in  mining,  but  if  they  return  them  in 
fairly  good  condition,  they  are  not  charged  on  their  payroll  for 
these  items  as  they  are  for  the  explosives,  etc.  It  is  best  to  have 
a  good  storehouse  with  a  storekeeper  in  charge  and  to  have  the 
men  present  orders  o.  k.'d  by  the  superintendent  for  what  they 
wish  and  also  to  have  them  sign  for  the  materials  as  they  take 
them  away. 

In  iron  mining  royalties  are  usually  paid  on  the  basis  of  the 
ore  mined;  therefore,  it  is  necessary  as  the  ore  is  mined  to  set 
up  a  reserve  equal  to  the  amount  of  royalties  per  ton  multiplied  by 
the  number  of  tons  produced  during  that  month,  the  charge  being 
made  to  cost  of  operation  and  the  credit  to  the  reserve  for  royal- 
ties. Some  mines  carry  their  own  accident  insurance  instead  of 
taking  out  insurance.  They  do  this  by  setting  up  a  reserve  equal 
to  an  amount  usually  about  one  cent  a  ton  and  charging  this  to 
cost  of  operation.  This  rate  may  vary  in  different  mines  but 
usually  is  about  the  same  as  that  charged  by  an  insurance  company. 

Construction  records  dealing  with  any  new  work  completed 
at  the  mines  should  be  kept  at  the  mine  office,  and  monthly  re- 
ports should  be  made  to  the  main  office  of  all  the  work  in  progress 
and  what  materials  and  supplies  have  been  expended  thereon. 

The  taxes  for  the  year  are  estimated  in  advance,  split  into 
twelve  parts,  and  one-twelfth  is  charged  to  each  month's  operation. 
This  figure  is  added  to  the  cost  sheet  at  the  general  office.  There- 
fore, the  cost  sheet  shows  not  only  the  cost  of  mining  but  the 
total  cost  of  the  ore  up  to  the  time  it  is  shipped.  As  part  of  the 
cost  sheet  or  as  a  separate  record  the  mines  also  submit  to  the 
general  office  detailed  account  of  all  materials  and  supplies  used 
during  the  month  and  on  hand  at  the  end  of  the  month. 

During  the  winter  months  on  the  iron  ranges,  when  the  ore 
cannot  be  shipped  to  the  eastern  ports  because  the  lakes  are  frozen 
over,  the  mines  pile  the  ore  at  the  mouth  of  the  mine  in  what 
is  called  a  stockpile.  The  contents  of  this  stockpile  are  estimated 
by  taking  the  number  of  skips  or  buckets  full  of  ore  sent  up  from 
the  mine  and  multiplying  this  by  the  average  contents  of  the  skip 
as  determined  by  the  mine  superintendent.  As  stated  previously, 
mines  always  allow  themselves  a  little  leeway  in  estimating  the 
average  cubic  contents  of  the  skips.  Therefore,  it  is  found  that 
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in  the  spring,  when  the  stockpile  is  shipped  away  from  the  mine,  it 
always  produces  in  actual  ore  more  tonnage  than  was  estimated. 

In  the  monthly  cost  statement,  the  estimated  number  of  tons 
produced  is  used  during  the  winter  months  and  in  the  spring  the 
excess  of  ore  found  in  the  stockpile  is  added  to  the  yearly  accumu- 
lated tonnage  without  placing  it  in  the  monthly  figures.  It  has 
been  found  that  this  is  the  only  equitable  way  of  treating  the  stock- 
piles. When  the  ore  is  placed  in  stockpiles  during  the  winter 
months,  there  is  no  actual  charge  incurred  for  loading  the  ore 
from  the  stockpiles  into  the  freight  cars.  This  expense  is  actually 
incurred  later  in  the  year.  Nevertheless,  it  is  best  to  charge  the 
expense  of  loading  the  ore  into  cars  even  during  the  period  when 
it  is  placed  in  stockpiles,  the  rate  being  the  average  cost  per  ton 
for  the  past  season.  Thus  a  reserve  is  set  up  and,  when  the 
shipping  begins  in  the  early  spring,  the  charge  of  loading  the  ore 
from  the  stockpiles  is  not  charged  to  current  operation  but  is 
charged  to  this  reserve,  any  balance  that  is  left  in  the  reserve  after 
all  the  ore  is  mined  being  closed  to  profit  and  loss. 

In  some  cases  it  has  been  found  more  practicable  to  mine  by 
the  open-pit  method  than  by  digging  vertical  shafts  and  horizontal 
runways.  Under  the  open-pit  system,  the  surface  earth  is  re- 
moved by  steam  shovels  and  when  the  main  ore  body  is  reached 
this  also  is  removed  by  steam  shovels.  This  method  can  only 
be  used  where  it  is  found  that  the  iron  ore  body  is  close  to  the 
surface  of  the  ground,  as  the  cost  of  removing  the  surface  earth 
is  high.  After  the  surface  earth  is  removed,  the  cost  of  mining 
the  ore  is  very  cheap  compared  with  the  shaft  method.  This  is 
due  to  the  fact  that  there  are  no  expensive  shafts  or  shaft  ma- 
chinery needed,  except  for  a  small  shaft  and  a  few  runways  which 
are  sunk  in  order  to  drain  and  pump  off  the  water  from  the 
open  pit.  One  disadvantage  of  the  open-pit  method  is  that  it  is 
not  always  possible  to  operate  the  pit  in  winter  because  of  .the 
severe  weather,  but  it  is  usually  possible  to  remove  surface  earth 
when  no  other  work  can  be  done.  The  accounting  for  open-pit 
mining  is  practically  the  same  as  for  the  shaft  method,  except, 
of  course,  the  items  entering  into  the  costs  are  changed  to  corre- 
spond to  the  method  used.  The  cost  of  removing  the  surface 
earth  is  set  up  as  a  deferred  charge  to  operations  and  is  written 
off  at  a  rate  per  ton  determined  by  dividing  the  total  cost  of  remov- 
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ing  the  earth  by  the  total  number  of  tons  of  ore  available.  The 
cost  per  individual  of  the  labor  under  the  open-pit  method  is 
more  costly  because  a  higher  class  of  workmen  is  required ;  but 
fewer  men  are  needed  and  the  labor  cost  per  ton  is  small  com- 
pared to  that  of  the  shaft  method  of  mining. 

The  foregoing  are  the  most  important  items  to  be  considered  in 
iron  mining  accounting.  The  balance  of  the  accounting  system  is 
the  same  generally  as  that  in  other  kinds  of  business. 
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EDITORIAL 

The  Indispensable  Accountant 

It  is  regrettable  that  American  accountants  generally  have  not 
had  an  opportunity  to  review  the  minutes  of  evidence  before  the 
British  royal  commission  on  income  tax.  From  beginning  to 
end  the  minutes  are  filled  with  matter  of  the  utmost  importance  to 
all  persons  concerned  in  income-tax  practice,  and  there  are  fre- 
quent references  to  accounting  which  should  be  carefully  con- 
sidered by  every  accountant. 

It  is  not  possible  to  reproduce  even  a  summary  of  the  evidence, 
but  there  are  one  or  two  points  which  we  feel  cannot  be  passed 
by  without  notice.  Elsewhere  in  this  issue  of  THE  JOURNAL  OF 
ACCOUNTANCY  we  reprint  a  memorandum  by  the  board  of  inland 
revenue  on  the  subject  of  depreciation  and  obsolescence  of  plant 
and  machinery.  The  value  of  this  document  is  obvious. 

Some  of  our  legal  friends  have  been  inclined  to  take  umbrage 
at  the  assertions  frequently  made  in  this  magazine  that  no  one  can 
be  expected  to  prepare  income-tax  returns  so  well  as  the  account- 
ant. Our  critics  say  that  income-tax  law  is  law  and  therefore 
should  be  interpreted  by  lawyers. 

A.  M.  Bremner  was  called  to  give  evidence  before  the  royal 
commission  because,  as  it  appears  in  the  minutes,  he  was  regarded 
as  the  leading  legal  authority  on  income-tax  law;  and  his  views 
on  this  point  are  therefore  especially  interesting  to  accountants. 

We  give  questions  and  answers,  the  questioner  being  a 
well-known  accountant  and  a  member  of  the  commission. 

I  suggest  to  you  that  to  those  who  are  doing  the  daily  work  of  income 
tax  it  is  not  quite  so  confused  as  you  suggest  ? 

I  agree  with  you  entirely,  and  that  is  one  of  the  things  that  has  been 

186 


Editorial 

passing  through  my  mind.  The  inland  revenue  officials  unconsciously  under- 
rate the  difficulty  of  dealing  with  this  act. 

Why? 

From  the  time  when  they  are  quite  young  they  begin  to  study  the  income- 
tax  law.  They  have  the  great  advantage  of  being  steeped  in  the  practice,  and 
therefore  they  acquire  in  time  a  very  considerable  knowledge  of  income-tax 
law,  and  when  you  have  a  very  considerable  knowledge  of  any  subject,  you 
are  apt  to  think  it  is  not  so  difficult  after  all.  The  people  who  know  most 
about  the  income-tax  law,  after  the  income-tax  officials — I  think  I  must  say 
after  them,  because  they  do  nothing  else  and  it  is  their  business — are  the 
accountants.  The  accountants  know  much  more  about  the  income-tax  law 
than  the  lawyers  do.  It  would  not  pay  the  lawyers  to  be  daily  studying 
income-tax  law.  They  have  got  the  affairs  of  their  clients  to  look  afte-; 
but  the  accountant,  by  his  long  experience,  knows  exactly  what  the  surveyor 
will  pass  and  what  he  will  not  pass. 

Not  always. 

Chairman:    You  are  paying  a  very  great  compliment  to  your  examiner? 

I  have  often  said  it,  and  when  people  come  to  me  in  a  difficult  case,  I 
say,  "Would  you  kindly  bring  me  the  accountant?"  Then  the  next  thing  I 
ask  for  is  the  correspondence  between  the  accountant  and  the  surveyor.  I 
attach  the  greatest  importance — and  I  should  like  to  take  this  opportunity 
of  saying  it — to  what  passes  between  the  accountants  and  the  surveyors  with 
a  view  to  adjusting  the  difficulties  as  to  figures  and  accounts;  because  if  you 
had  to  try  these  appeals  by  going  through  every  item  in  a  profit  and  loss 
account  on  both  sides,  calling  evidence  as  we  do  in  a  law  court,  and  going 
through  it  in  detail  and  giving  the  evidence  on  each  item,  the  thing  would 
never  end.  The  great  practical  advantage  of  the  accountants  and  the  sur- 
veyors getting  together  is  that  they  do  not  differ  except  on  questions  of 
principle.  Of  course  they  often  differ,  or  sometimes  they  differ  on  a  question 
of  principle,  and  then  we  have  to  go  to  the  law  courts  to  fight  it  out,  but 
I  am  enormously  assisted  in  my  practice  by  the  custom  of  the  accountant 
and  the  surveyor  getting  together  and  settling  all  the  figures  subject  to  any 
points  of  principle.  That  facilitates  the  hearing  of  appeals  immensely.  I 
go  to  the  commissioners  and  say,  "There  are  some  complicated  figures ; 
do  not  trouble  about  them ;  we  can  adjust  those ;  you  give  your  decision  on 
the  question  of  principle,"  and  that  facilitates  things  wonderfully.  Person- 
ally I  dislike  figures  very  much,  and  I  am  quite  unable  to  deal  with  them, 
and  I  am  delighted  to  put  the  figures  on  to  more  competent  shoulders,  but  it 
is  a  very  great  advantage  indeed;  in  fact,  I  doubt  if  you  could  collect  the 
income  tax  if  the  surveyor  and  accountant  did  not  get  together  and  settle 
the  figures. 

Mr.  McLintock:  There  is  just  one  point  with  regard  to  the  evidence 
given  on  appeal.  Do  you  know  that  accountants  conduct  a  great  many  appeals 
before  the  general  commissioners  and  the  special  commissioners  as  well? 

I  do. 

Do  you  think  that  is  an  advantage? 
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I  do;  I  think  that  is  quite  right,  because  you  may  have  an  appeal  which 
depends  more  upon  figures  than  it  does  upon  some  principle  of  law;  and 
I  think  it  is  an  advantage  that  accountants  should  in  such  cases  be  able  to 
conduct  an  appeal. 


Clarity  of  Diction 

Criticism  is  not  infrequently  made  of  accountants'  certificates, 
and  as  bankers  have  more  occasion  to  consider  these  certificates 
than  others  it  is  perhaps  natural  that  more  of  the  criticism  should 
come  from  them  than  from  any  other  class  of  the  community. 

Some  go  so  far  as  to  say  that  accountants  should  never  give 
any  sort  of  qualified  certificates,  forgetting  that  in  many  cases  the 
accounts  submitted  are  those  of  the  client,  and  the  duty  of  the 
accountant  is  clearly  to  certify  whether  or  not  those  accounts  are 
a  full  and  fair  disclosure  of  the  financial  position  and  if  not  to 
indicate  in  what  respect  they  fall  short  of  being  such  a  disclosure. 

Others  who  admit  that  qualified  certificates  are  sometimes 
necessary  are  insistent  that  the  language  of  any  qualification 
should  be  so  clear  and  specific  that  its  significance  would  be  ob- 
vious to  any  one  on  the  most  hurried  reading.  With  these  it  is 
possible  to  agree  to  this  extent :  that  every  qualification  should  be 
clear  and  not  so  involved  in  language  as  to  leave  any  doubt  of  its 
meaning  in  the  mind  of  the  ordinarily  intelligent  reader. 

It  must  be  admitted  that  accountants  sometimes  fall  short  of 
this  standard,  but  in  this  they  are  not  alone.  Our  attention  was 
attracted  to  a  recent  prospectus  containing  the  following  clause : 

Neither  the  company  nor  any  subsidiary  will  mortgage  or  pledge  any  of 
their  real  or  personal  property  now  owned  or  hereafter  acquired.  This 
covenant  shall  not  prevent  the  company  or  any  subsidiary  from  purchasing 
property  subject  to  a  mortgage  or  from  creating  a  purchase  money  mort- 
gage to  the  extent  of  75  per  cent  of  the  fair  value  of  the  property  purchased, 
nor  from  pledging  as  securities  for  loans  made  to  it  in  the  regular  and 
current  conduct  of  its  business,  accounts  receivable  or  other  liquid  assets  or 
stocks,  bonds  or  other  securities  owned  by  it  other  than  stocks  or  securities 
of  subsidiary  or  controlled  companies. 

The  first  sentence  seems  to  be  clear  and  complete  in  itself  and 
to  give  very  real  protection  to  intending  investors.  The  first  part 
of  the  second  sentence  also  seems  reasonable  and  it  is  not  until 
towards  the  end  of  a  long  sentence  that  one  realizes  that  the  protec- 
tion indicated  by  the  first  sentence  is  steadily  whittled  away  in  the 
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second.  We  have  no  doubt  that  this  statement  was  made  without 
the  slightest  intention  to  deceive  or  mislead,  but  we  are  equally 
convinced  that  many  people  would  accept  the  first  sentence  at  its 
face  value. 

In  no  class  of  the  community  is  clarity  of  statement  more  im- 
portant than  among  accountants,  but  if  some  fall  short  of  the 
ideal  they  may  at  least  console  themselves  with  the  knowledge 
that  well-known  bankers,  advised  by  eminent  counsel,  sometimes 
err  with  them. 
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In  a  course  of  evidence  before  the  British  royal  commission  on  income 
tax,  the  following  valuable  memorandum  on  the  subject  of  allowances  for 
depreciation  and  obsolescence  of  plant  and  machinery  was  presented.  The 
matter  contained  in  the  memorandum  will  be  of  much  interest  to  readers  of 
THE  JOURNAL  OF  ACCOUNTANCY: 

INCOME  TAX 

Memorandum  by  the  Board  of  Inland  Revenue  on  the  subject  of  allowances 
for  depreciation  and  obsolescence  of  plant  and  machinery,  etc. 

Wear  and  Tear  Allowances — Legal  Position 

(1)  The  customs  and  inland  revenue  act,  1878,  section  12,  authorizes  a 
deduction  in  the  assessment  of  profits  of  such  an  amount  as  the  income-tax 
commissioners  concerned  "may  think  just  and  reasonable  as  representing  the 
diminished  value  by  reason  of  wear  and  tear  during  the  year  of  any  machin- 
ery or  plant  used  for  the  purposes  of  the  concern."     This  deduction  is  in 
addition  to  the  allowance  made  in  respect  of  the  cost  of  repairs  to  the  ma- 
chinery or  plant. 

(2)  There  is  no  statutory  limit  to  the  amount  which  the  income-tax 
commissioners  may  allow  in  any  year,  but  the  aggregate  amount  of  the 
deductions  from  first  to  last  must  not  exceed  the  actual  cost  of  the  machinery 
and  plant  to  the  person  by  whom  the  concern  is  carried  on. 

(3)  It  may  happen  that  the  assessment  on  the  profits  of  a  trader  for  a 
particular  tax  year  is  nil,  or  is  less  than  the  amount  of  the  wear  and  tear 
allowance  for  that  year,  so  that  he  cannot  get  the  full  deduction  from  that 
year's  assessment  to  which  he  would  otherwise  have  been  entitled ;  in  such  a 
case  that  part  of  the  allowance  to  which  effect  cannot  be  given  is  carried 
forward  and  added  to  the  allowance  for  the  next  year,  and  so  on  for  suc- 
ceeding years.    (Finance  act,  1907,  section  26  (3). 

Rates  Agreed  for  Certain  Trades 

(4)  Although  no  fixed  scale  of  allowance  is  prescribed  by  law,  definite 
rates  of  depreciation  on  different  classes  of  machinery  have  been  agreed 
upon  for  uniform  application — subject  to  the  concurrence  of  the  respective 
bodies  of  income-tax  commissioners — in  a  number  of  important  industries 
as  the   result  of   applications  by  representatives  of  the  industries   to  the 
board  of  inland  revenue.     Although  these  allowances  have  been  generally 
adopted  and  accepted  by  the  taxpayers,  the  power  to  appeal  to  the  board 
of  referees  (see  paragraph  5)  will  not  be  affected  by  any  such  agreement. 

A  schedule  of  these  rates  forms  part  of  the  present  statement. 

Appeal  to  Board  of  Referees 

(5)  The  finance  act,  1918,  section  24  (i)  provides  that  in  cases  affecting 
a  class  of  trade  or  business  the  question  of  the  amount  to  be  allowed  for 
wear  and  tear  may  b^  carried  from  the  income  tax  commissioners  to  the 
board  of  referees.     Application  in  such  a  case  has  first  to  be  made  to  the 
commissioners  of  inland  revenue,  and  those  commissioners  refer  the  case  to 
the  board  of  referees.    If  the  board  of  referees  are  satisfied  that  the  applica- 
tion is  made  by  or  on  behalf  of  any  considerable  number  of  persons  engaged 
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in  any  class  of  trade  or  business,  they  consider  the  case  and  determine  the 
amount  of  the  allowance. 

Income  Tax  Authorities  Concerned 

(6)  The  authorities  who  have  duties  to  perform  in  connection  with 
wear  and  tear  allowances  are  the  commissioners  of   inland  revenue,   the 
income-tax  commissioners  and  the  board  of  referees. 

The  Commissioners  of  Inland  Revenue 

are  civil  servants  and  constitute  the  statutory  board  entrusted  with  the 
collection  and  management  of  inland  revenue.  They  are  responsible  to  the 
chancellor  of  the  exchequer,  and  are  represented  in  the  numerous  districts 
into  which  the  country  is  divided  by  their  surveyors  of  taxes  (who  are  also 
salaried  civil  servants). 

The  Income-Tax  Commissioners 

With  the  exception  of  the  special  commissions  of  income  tax,  the  com- 
missioners concerned  (who  are  more  generally  known  as  the  district  commis- 
sioners of  taxes)  are  local  bodies  which  act  only  in  their  respective  areas 
(some  700  in  number).  They  are  not  salaried  officials,  but  are  representa- 
tive residents  in  the  locality,  and  are  recruited  from  the  land  tax  commis- 
sioners named  in  a  statutory  list  which  is  from  time  to  time  renewed  by  act 
of  parliament.  Their  functions  include  the  making  of  assessments,  the 
hearing  of  appeals  and  the  allowance  of  deductions  for  wear  and  tear. 

The  special  commissioners  of  income  tax  are  a  body  of  salaried  officials 
with  similar  powers,  but  acting  (  for  the  most  part)  only  in  those  cases  where 
the  taxpayer  elects  to  be  dealt  with  by  them  instead  of  by  the  district  com- 
missioners. 

The  Board  of  Referees 

are  a  central  body  of  business  men  which  was  set  up  in  connection  with  the 
excess  profits  duty.  The  names  of  the  existing  members  of  the  board  are 
given  in  a  footnote.*  Their  only  duty  in  connection  with  income  tax  is  to 
deal  with  applications  for  the  determination  of  wear  and  tear  allowances 
where  those  applications  are  made  by  a  considerable  number  of  persons 
engaged  in  a  particular  class  of  business.  (See  paragraph  5.) 

Replacement  of  Obsolete  Machinery  or  Plant 

(7)  In  addition  to  the  allowance  for  wear  and  tear  of  plant  and  ma- 
chinery there  has  been  in  operation  since  1897  an  allowance  for  obsolescence, 
and  this  allowance  has  been  made  statutory  by  section  24  (3)  of  the  finance 
act,  1918. 

The  necessity  for  this  allowance  arises  from  the  fact  that  machinery  has 
frequently  to  be  replaced,  before  it  is  worn  out,  owing  to  its  having  become 
obsolete  and  incapable  of  competing  with  more  up-to-date  machinery.  Ac- 
cordingly, where  new  machinery  is  introduced  in  place  of  machinery  not 
wholly  worn  out,  an  allowance  is  made,  as  a  deduction  from  the  profits  of 
the  year,  of  so  much  of  the  cost  of  replacement  as  is  equivalent  to  the 
written  down  value  of  the  machinery  replaced  less  any  sum  realized  by  the 
sale  of  it— the  balance  of  the  cost  of  the  new  machinery  being  an  addition 
to  the  capital  of  the  business. 

For  example,  from  the  value  of  a  machine  which  originally  cost  £1,000, 
wear  and  tear  allowances  have  been  made  year  by  year  until  they  have 
aggregated  £600,  so  that  the  written  down  value  of  the  machine  stands  at 
£400.  The  trader  now  considers  that  the  machine  is  obsolete,  scraps  it  and 
replaces  it  by  an  up-to-date  machine  which  costs  £1,400.  He  sells  the  old 

*  In  the  list  appear  27  names.    There  are  nine  accountants  in  the  number. 
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one  for  £50.    He  is  entitled  to  charge  as  a  trade  expense  incurred  in  the  year 
in  which  the  replacement  is  made  the  sum  of  £350  ;  that  is  —  , 

Original  cost  of  the  machine  replaced  ................  £  1,000 

Less  (a)  aggregate  amount  of  wear  and  tear  allow- 

ances already  made  in  respect  of  the  machine  ......        £600 

(b)  sum  realized  by  its  sale  .....................  50 


650 


Amount  treated  as  trade  expense  in  year  of  replace- 
ment .  i     350 


Assuming  the  total  written  down  value  of  the  trader's  plant  and  machinery 
before  the  sale  of  the  obsolete  machine  to  be  £10,000,  future  wear  and  tear 
allowances  will  be  made  upon  a  value  of  £i  1,000,  thus — 

Written  down  value  of  total  plant,  etc £10,000 

Deduct  written  down  value  of  the  obsolete  machine.. . .  4°° 


£  9,600 
Add  cost  of  new  machine 1400 


£11,000 

The  obsolescence  allowance  is  not  made  in  quite  the  same  way  as  the 
wear  and  tear  allowance  under  paragraph  I,  for  the  latter  is  by  statute  an 
allowance  from  the  assessment  after  the  three  years'  average  is  struck.  Thus 
the  wear  and  tear  allowance  applicable  to  the  year  1918-19  would  be  given 
as  a  deduction  from  the  gross  assessment  for  1918-19  as  follows : 

Trading  profits  (before  allowing  wear  and  tear) — 

1915 — Loss  £  5,000 

1916 — Profit  10,000 

1917 — Profit 13,000 


3)18,000 

Gross  assessment  1918-19 £  6,000 

(If  the  total  wear  and  tear  allowance  due  for  the 
year  1918-19  were  £6,500,  a  sum  of  £6,000  would  be 
allowed  against  the  1918-19  assessment,  and  the  bal- 
ance of  £500  carried  forward  for  deduction  in  future 
years.) 


Wear  and  tear  allowance £  6,000 

Net  amount  on  which  tax  is  payable  for  1918-19 nil 


An  allowance  for  obsolescence  in  1918  of,  say,  £10,000  would,  however, 
be  a  deduction  from  the  commercial  profits  of  1918,  turning  them  from  a 
profit  of  say,  £9,800  to  a  loss  of  £200.  The  first  assessment  to  be  affected 
would  be  that  of  1919-20,  as  follows : 
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Profits  1916  £10,000 


3)22,800 

Gross  assessment  1919-20 £  7,600 

Less  allowance  for  wear  and  tear,  say,  £6,800  for 
1910-20,  plus  the  unexhausted  balance  carried 
forward  from  1918-19,  £500  = 7,3CO 

Net  amount  on  which  tax  is  payable  for  1919-20 £     300 

The  business  year  1918  would  also  come  into  the  average  for  the  tax 
years  1920-21  and  1921-22,  by  which  time  the  allowance  would  have  had  its 
full  effect. 

Cost  of  Renewals  as  an  Alternative  Method 

(8)  As  an  alternative  to  the  allowance  for  wear  and  tear  and  obsolescence 
of  plant  and  machinery,  the  cost  of  renewing  plant  and  machinery  may  be 
claimed  as  a  deduction  in  the  computation  of  income-tax  liability  under 
schedule  D.  When  this  course  is  preferred  by  the  taxpayer  the  amount  to 
be  allowed  is  the  actual  cost  of  the  new  plant  and  machinery  (excluding 
any  part  of  such  cost  which  is  attributable  to  additions  or  improvements, 
i.  e.,  to  an  increase  in  capital)  after  deducting  the  scrap  value  or  realized 
price  of  the  plant  and  machinery  replaced. 

Example  (a) — A  machine  which  originally  cost  £1,000  is  worn  out  and 
replaced  by  a  machine  of  similar  power  or  size  or  capacity  which  now  costs 
£1,500.  The  whole  of  this  expense  of  £1,500  is  allowable  from  the  profits 
of  the  year  in  which  it  is  incurred. 

Example  (b) — A  machine  which  originally  cost  £1,000  is  worn  out  and 
replaced  by  one  of  greater  power  or  size  or  capacity  costing  £2,500.  The 
amount  to  be  allowed  as  an  expense  is  in  this  case  not  the  full  £2,500,  but 
only  the  cost  of  replacing  the  old  machine  by  one  of  similar  power  or 
capacity — say  £1,500. 

Although  this  method  of  allowance  is  alternative  to  the  wear  and  tear 
allowance  for  the  same  class  of  plant,  the  two  principles  may  run  concur- 
rently for  different  classes  of  assets  in  the  same  business.  For  example,  the 
wear  and  tear  allowance  may  apply  to  fixed  machinery,  while  the  renewal 
method  is  used  for  loose  plant. 

Buildings 

g.  In  the  computation  of  the  profits  of  his  business  for  assessment  under 
schedule  D,  a  trader  is  allowed  to  deduct  as  a  trade  expense  his  whole  outlay 
on  repairs,  maintenance  and  insurance  of  his  trade  premises. 

Where  he  owns  the  premises  which  he  occupies  for  the  purpose  of  his 
business,  and  therefore  has  to  bear  the  income  tax  (schedule  A)  on  those 
premises,  he  is  also  allowed  a  set-off  in  arriving  at  the  liability  under 
schedule  D  of  the  amount  on  which  he  has  actually  paid  income  tax  (schedule 
A),  i.  e.,  of  an  amount  equal  to  five-sixths  of  the  full  annual  value  of  the 
premises.  (This  provision  is,  of  course,  necessary  in  order  to  prevent  double 
taxation  of  the  same  item,  once  under  schedule  D,  and  a  second  time  under 
schedule  A.) 

But  although  an  owner-occupier  of  trade  premises  has  actually  paid  the 
schedule  A  tax  on  only  five-sixths  of  the  annual  value,  he  is  allowed  (under 
section  24  (4)  of  the  finance  act,  1918)  in  the  case  of  premises  which  are 
peculiarly  subject  to  depreciation,  viz. :  mills,  factories  and  other  similar 
premises,  to  deduct  the  whole  (six-sixths)  of  the  annual  value  in  com- 
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puting  his  profit  for  assessment  under  schedule  D.  That  is  to  say,  he  is 
allowed  every  year  absolutely  tax  free  a  sum  equal  to  one-sixth  of  the  annual 
value  of  the  mill  or  factory  to  provide  a  sinking  fund  to  replace  the 
building. 

The  operation  of  the  allowance  may  be  seen  from  the  following  example : 
Old  method : 

Net  schedule  A 
Year  Profits  assessment 

1915 £10,000  i   600  =  £9,500 

1916 11,000  500  =  10,500 

1917 14,000  1,000  13,000 

3)33,ooo 


1918-19  assessment  under  the  previous  law £i  1,000 

New  method : 

Gross  schedule  A 
Year  Profits  assessment 

1915 £10,000  £   600  £  9,400 

.1916 11,000  600  =  10,400 

1917 14,000  1,200  =  12,800 


3)32,600 
1918-19  assessment  under  the  law  as  now  altered £10,867 

Temporary  Provisions  Necessitated  by  War  Conditions.    Extra  Wear  and 

Tear 

10.  With  the  exception  of  the  rates  relating  to  the  motor  omnibus,  saw 
milling  and  steel  industries,  the  rates  of  depreciation  given  in  the  schedule 
were  agreed  upon  under  pre-war  conditions. 

Cases  have  arisen,  especially  since  the  commencement  of  the  war,  in  which 
machinery  is  suffering  exceptional  wear  and  tear,  owing,  for  example,  to 
extra  hours  of  running,  the  difficulty  of  obtaining  material  for  effecting 
repairs,  the  rougher  usage  to  which  the  machinery  is  subjected  owing  to  the 
employment  of  unskilled  labor,  and  the  fewer  opportunities  available  for 
having  the  machinery  overhauled.  In  such  cases  applications  for  special 
rates  of  depreciation  have  been  entertained ;  but,  generally  speaking,  the 
circumstances  of  individual  cases  have  been  found  to  vary  so  widely  as  to 
render  it  impracticable  to  fix  a  uniform  scale,  and  each  application  has  been 
dealt  with  on  its  own  merits. 

Machinery  Out  of  Use 

11.  Where  machinery  or  plant  has  been  temporarily  out  of  use  through 
circumstances  attributable  directly  or  indirectly  to  the  present  war,  an  allow- 
ance for  depreciation  is  granted  on  the  same  lines  as  if  the  diminished  value 
had  actually  been  caused  by  "wear  and  tear  during  the  year."     (Finance  act, 
1918,  section  24  (2.) 

"Controlled  Establishments" 

12.  In  one  class  of  case,  namely,  concerns  which  are  "controlled"  under 
the  munitions  of  war  act,   1915,  the  income-tax  allowance  has  been  tem- 
porarily extended,  by  the  finance  acts  of  1916  and  1917,  to  include  the  de- 
ductions for  "exceptional  depreciation  or  obsolescence  of  buildings,  plant  or 
machinery"  which  are  allowed  for  excess  profits  duty  and  munitions  levy 
purposes.  i 

This  allowance  prevents  the  hardship  that  would  otherwise  arise  owing 
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to  the  circumstance  that  "controlled  establishments,"  being  held  at  the  dis- 
posal of  the  government,  may  be  required  to  alter  completely  the  course  of 
their  business  and  to  undertake  exceptional  expenditure  which  may  be  of 
little  or  no  post-war  utility  to  them,  e.  g.,  on  machinery  which  may  never 
be  replaced,  and  to  which  therefore  the  ordinary  obsolescence  allowance 
would  not  be  applicable.  The  finance  acts  of  1916  and  1917  accordingly 
authorize  the  income-tax  commissioners  to  revise  the  income  tax  allowance 
so  as  to  enable  a  deduction  to  be  made  from  profits  of  the  difference  between 
cost  and  post-war  value  of  installations  and  extensions  (including  buildings) 
which  would  not  have  been  undertaken  but  for  the  war  and  the  express  re- 
quirements of  the  government. 
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EDITED  BY  STEPHEN  G.  RUSK 

Judge  Bourquin's  decision,  set  forth  below,  affords  an  interesting  com- 
parison with  the  rule  laid  down  in  article  845  of  regulations  45,  that  "for 
the  purpose  of  computing  invested  capital,  federal  income  and  war  profits 
and  excess  profits  taxes  are  deemed  to  have  been  paid  out  of  the  net  income 
of  the  taxable  year  for  which  they  are  levied." 

This  regulation,  it  will  be  remembered,  permits  the  inclusion  in  invested 
capital  of  a  reserve  for  income  and  profits  taxes  until  the  date  or  dates  when 
payment  thereof  is  made. 

The  judge  states  that  the  tax  is  not  a  debt  in  a  strict  sense,  but  imme- 
diately states  that  the  obligation  is  of  a  higher  nature  than  a  debt,  and  in 
accordance  with  the  latter  statement  makes  the  distributees  of  the  corpora- 
tion's assets  liable  to  the  extent  of  such  distribution  for  the  corporate  tax 
under  the  trust  fund  doctrine. 

Any  obligation  of  a  corporation  of  a  higher  nature  than  a  debt  should,  of 
course,  be  treated  as  a  liability,  and  accountants  have  recognized  this  prin- 
ciple when  setting  up  a  reserve  for  income  and  profits  taxes. 

This  theory  has  been  attacked  in  many  instances  where  an  employee's 
compensation  was  based  upon  the  net  earnings  of  the  employing  corporation. 
The  employee  has  contended  that  the  tax  should  not  be  deducted  from  net 
income  in  the  computation  of  his  compensation,  as  the  tax  applied  against  the 
year  in  which  it  was  levied  and  not  against  the  year  in  which  the  income 
accrued  upon  which  the  tax  was  based. 

The  decision  seems  to  allay  any  doubt  there  may  be  as  to  when  the  debt 
applies,  even  though  it  may  be  included  in  invested  capital  until  the  time 
when  it  is  paid. 

(T.  D.  3043,  July  2,  1920) 

Income  tax — Retrospective  law — Decision   of  court 

1.  An  income  tax  may  be  and  was  imposed  by  retrospective  law. 

2.  A  tax  is  not  a  debt  and  the  government  is  not  a  creditor  in  a  strict 
sense.    The  obligation  is  of  a  higher  nature  than  a  debt. 

3.  Distributees  without  consideration  of  corporate  assets,  as  stockholders 
in  case  of  dissolution,  are  liable  to  extent  of  the  distribution  for  corporate  tax 
under  the  trust-fund  doctrine. 

The  appended  decision  of  the  district  court  of  the  United  States  for  the 
district  of  Montana,  in  the  case  of  United  States  v.  John  J.  McHatton  et  al., 
is  published  for  the  information  of  internal  revenue  officers  and  others 
concerned. 
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DISTRICT    COURT    OF   THE   UNITED   STATES,   DISTRICT   OF 

MONTANA 

United  States  v.  John  J .  McHatton  et  al.  (May  6,  1920) 

Bourquin,  Judge :    Herein,  the  demurrer  to  the  complaint  is  overruled. 

When  the  corporation  was  in  being  and  at  dissolution,  it  owed  the  duty  to 
pay  all  taxes  lawfully  imposed  upon  it  for  income  during  its  life,  at  any  time. 
Taxes  could  be  lawfully  imposed  by  retrospective  law,  and  were.  If  material, 
the  law  speaks  of  and  from  a  time  anterior  to  the  dissolution,  takes  effect  as 
though  enacted  prior  to  the  dissolution.  Taxes  are  not  debts,  nor  govern- 
ment a  creditor,  in  strict  sense.  They  are  of  higher  nature.  But  no  reason 
is  perceived  why  they  are  not  within  the  principle  that  those  who  gratuitously 
receive  a  debtor's  property,  to  the  extent  thereof  are  liable  for  his  debts  and 
obligations  then  inchoate  or  vested,  within  this  principle  otherwise  known  as 
the  "trust  fund"  doctrine  in  respect  to  corporations. 

Accordingly,  when  this  corporation  without  consideration  distributed  part 
of  its  assets  to  these  defendants,  it  was  under  obligation  to  plaintiff  to  pay 
any  taxes  that  might  thereafter  be  imposed.  Defendants  received  the  assets 
subject  thereto  and  to  the  principles  aforesaid.  The  obligation  was  contin- 
gent, the  plaintiff's  right  inchoate.  The  contingency  happened,  the  right 
vested.  And  the  corporation's  assets  so  distributed  may  be  pursued  in  the 
hands  of  these  defendants  by  virtue  of  the  principles  aforesaid. 

In  principle  the  case  is  very  like  the  Brady  case,  240  Fed.,  665. 
*  *  *  * 

The  opinion  of  the  attorney  general  cited  in  treasury  decision  No.  3044 
is  one  of  the  examples  of  the  great  injustice  wrought  by  too  strict  adherence 
to  the  letter  of  the  income  and  profits  tax  law. 

Here  is  a  company  which  paid  a  tax  on  profits  earned  in  a  fiscal  year 
ended  September  30,  1918.  The  tax  exceeded  the  profits  earned  in  the  two 
years  ended  September  30,  1919,  because  of  a  non-cancellable  contract  for 
purchase  of  material  the  company  had  at  the  time  of  the  signing  of  the 
armistice.  The  value  of  the  material  contracted  for  was  greatly  reduced 
upon  the  cessation  of  hostilities,  and  as  a  result  the  company  sustained  a 
loss  in  its  fiscal  year  ended  September  30,  1919,  which  when  added  to  the 
tax  it  paid  on  1918  business  resulted  in  a  deficit  on  the  two  years'  business. 

The  story  is  well  told  in  the  following  decision,  and  should  be  carefully 
read  by  accountants. 

The  impression  we  get  from  a  careful  reading  of  the  argumentative  matter 
is  that  the  attorney  general  interprets  the  intention  of  congress  to  be  fully 
set  forth  by  the  language  of  the  act,  but  overlooks  the  fact  that  it  may  have 
been  intended  to  give  relief  to  taxpayers  whose  exact  condition  it  could  not 
foresee. 

It  is  lamentable  that  congress  could  not  have  provided  enough  administra- 
tive authority  to  relieve  taxpayers  from  such  conditions  as  are  set  forth  in 
treasury  decision  No.  3044. 

(T.  D.  3044,  July  9,  1920) 

Income  tax 
Change  in  taxable  year — Loss  in  inventory — Opinion  of  attorney  general 

i.  The  A  company  earned  a  large  income  during  the  fiscal  year  ended 
September  30,  1918,  and  suffered  a  net  loss  during  the  year  ended  September 
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30,  1919.  The  company  in  1920  requested  permission  to  change  its  accounting 
period  for  1918  to  the  calendar-year  basis,  and  then  to  be  allowed  to  deduct 
the  net  loss  from  the  taxable  income  for  1918,  under  section  204,  revenue  act 
of  1918.  Held  that  the  accounting  period  for  which  the  tax  liability  had 
accrued  and  the  method  of  accounting  during  that  period  were  accomplished 
facts  which  could  not  thereafter  be  changed  by  the  commissioner. 

2.  The  company  further  contended  that  it  was  entitled  to  a  deduction  for 
inventory  loss  under  subdivision  14,  section  234(0),  revenue  act  of  1918, 
because  of  certain  non-cancellable  contracts  for  the  future  delivery  of  material 
which  were  not  completed  by  delivery  prior  to  the  termination  of  the  fiscal 
year,  the  value  of  this  material  having  been  greatly  decreased  as  a  result  of 
the  signing  of  the  armistice  on  November  n,  1918.  Held,  that  as  the  com- 
pany did  not  own  the  material  on  September  30,  1918,  but  had  only  a  contract 
for  its  purchase,  no  deduction  could  be  allowed  as  a  loss  on  inventory  based 
on  such  contracts. 

Below  is  given  a  synopsis  of  an  opinion  rendered  by  the  attorney  general 
on  May  28,  1920.  The  opinion  is  not  to  be  published  in  full,  as  its  publication 
might  disclose  unnecessarily  the  private  affairs  of  the  taxpayer.  The  fol- 
lowing may  be  taken  as  a  fair  statement  of  facts  to  which  the  ruling 
applies : 

The  A  company  earned  a  large  income  during  the  fiscal  year  ended 
September  30,  1918,  and  suffered  a  net  loss  during  the  year  ended  September 
30,  1919.  The  company  is  now  requesting  permission  to  change  its  account- 
ing period  for  1918  to  the  calendar-year  basis,  and  then  to  be  allowed  to 
deduct ^a  net  loss  for  1919  from  the  taxable  income  for  1918,  under  section 
204,  revenue  act  of  1918.  As  an  alternative,  it  contends  that  it  is  entitled 
to  a  deduction  for  inventory  loss  under  subdivision  14  of  section  234(0), 
revenue  act  of  1918,  because  of  certain  non-cancellable  contracts  for  the 
delivery  of  X  material,  which  were  not  completed  by  the  delivery  of  the  X 
material  prior  to  the  termination  of  the  fiscal  year,  the  value  of  this  material 
having  been  very  greatly  decreased  as  a  result  of  the  armistice  signed  on 
November  n,  1918.  The  commissioner  of  internal  revenue  has  ruled  that  he 
is  without  power  to  now  allow  the  requested  change  in  an  accounting  period 
for  1918,  or  to  allow  the  deduction  for  inventory  loss.  The  company  in  its 
manufacture  uses  unusually  large  quantities  of  certain  material.  During  the 
war  the  company's  plant  was  entirely  devoted  to  war  production.  In  August, 
1918,  acting  upon  information  obtained  that  there  would  be  a  shortage  in  X 
material,  and  that  it  was  important  therefore  for  the  company  to  buy  for 
its  current  needs,  this  company  entered  into  contracts  for  the  future  delivery 
of  a  large  quantity  of  such  material,  the  quantity  ordered  being  reasonably 
necessary  for  a  six  months'  supply  on  the  basis  of  the  then  current  govern- 
ment demand  for  its  product.  On  the  signing  of  the  armistice  the  market 
price  of  this  material  fell  to  a  very  low  figure.  The  company's  contracts  were 
legally  binding  and  non-cancellable,  and  as  a  result  the  company,  subsequent 
to  November  II,  1918,  suffered  a  loss  on  these  contracts.  The  company's 
taxable  year  ended  September  30,  1918.  Its  earnings  for  that  year  were 
considerable  and  the  tax  levied  thereon  correspondingly  large.  In  making 
its  tax  return  the  company  paid  a  portion  of  the  tax  assessed  and  filed  a  claim 
in  abatement  for  the  balance,  asking  that  this  claim  be  allowed  as  a  loss  on 
inventory,  because  of  this  loss  on  X  material  arising  from  contracts  made 
during  1918.  This  claim  was  denied  by  the  income-tax  unit  apparently  on  the 
ground  that  the  claim  could  not  be  treated  as  a  loss  on  inventory,  because  X 
material  contracts  for  future  delivery  entered  into  in  1918  were  not  inven- 
toried September  30,  1918. 

Since   its   claim   was   denied   the    company's    1919   taxable   year   ended 
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September  30,  1919.  It  later  definitely  ascertained  that  during  its  taxable 
year  1919  the  company  suffered  an  operating  loss,  a  large  part  of  which  was 
due  to  the  money  losses  actually  suffered  on  the  above-mentioned  X  material 
contracts  of  1918.  Coupling  together  chese  two  taxable  years  in  this  manner 
the  company's  tax  would  exceed  the  earnings  for  these  two  years.  The 
fiscal  year  ending  September  30  had  been  determined  and  fixed  at  the  time 
of  its  incorporation  in  1912,  and  section  2O4(b)  was  enacted  subsequent  to 
the  date  when,  under  existing  regulations,  it  could  have  secured  a  change  in 
its  accounting  period.  Attention  was  directed  to  the  fact  that  the  company 
incurred  its  losses  on  these  contracts,  not  because  of  any  error  of  business 
judgment,  but  because  it  acted  upon  the  information  which  it  received  from 
the  War  Industries  Board  and  in  a  desire  to  hasten  production.  Further, 
because  of  the  slowness  with  which  the  material  was  being  delivered  it  was 
not  possible  to  make  contracts  therefor  containing  cancellation  privileges,  nor 
was  it  possible  to  obtain  deliveries  short  of  several  months  after  order. 

Upon  substantially  these  facts  the  following  questions  were  submitted 
to  the  attorney  general : 

First.  Does  the  statute  authorize  the  commissioner  to  approve  a  change 
by  this  company  at  this  time  (January,  1920)  in  its  accounting  records  for 
the  fiscal  year  ended  September  30,  1918,  so  that  its  accounting  period  for 
1918  will  be  changed  to  a  calendar-year  basis,  solely  because  of  a  tax  ad- 
vantage? '••fifciWl 

Second.  Are  the  regulations  promulgated  by  the  commissioner  with  the 
approval  of  the  secretary,  requiring  notice  of  a  change  of  accounting  periods 
and  forbidding  retroactive  changes,  valid  regulations? 

Third.  Does  the  statute  authorize  a  deduction  by  this  company  under 
section  234(0),  subdivision  14,  by  treating  this  loss  on  the  X  material  con- 
tracts as  a  loss  which  is  of  the  "character"  of  an  inventory  loss? 

The  attorney  general  disposed  of  the  questions  as  follows : 
It  will  be  seen  that  the  company's  taxes  for  1918  have  been  assessed  upon 
the  basis  of  its  return  made  as  of  September  30,  1918,  the  close  of  its  fiscal 
year.  In  other  words,  its  taxes  have  been  assessed  on  the  basis  of  its  financial 
condition  on  that  date  as  compared  with  its  financial  condition  twelve  months 
previously.  The  result  reached  was  based — in  part,  of  course — upon  an 
inventory  of  all  its  property  owned  at  that  date.  It  then  had  outstanding 
contracts  for  the  purchase  and  delivery  of  X  material  to  be  used  in  its 
manufacturing  operations  during  succeeding  months.  The  amounts  which 
would  be  payable  under  these  contracts  upon  delivery  of  the  X  material  were 
not  listed  as  liabilities,  nor  was  the  X  material  which  was  to  be  thereafter 
delivered  included  in  the  inventory  of  property  owned  by  the  company.  At 
that  time  the  war  was  in  progress.  The  company  was  not  using  X  material 
in  carrying  out  contracts  with  the  government.  It  was,  however,  using  it  in 
the  manufacture  of  articles  which  were  sold  to  and  used  by  others  who  had 
war  contracts  with  the  government.  The  immediate  demand  for  and  value 
of  the  products  in  which  X  material  was  used  depended  very  largely  upon 
the  continuance  of  the  war.  When  the  armistice  was  signed  in  November 
this  demand  ceased  and  the  value  of  the  X  material  which  the  company  had 
contracted  to  buy  immediately  dropped,  making  it  inevitable  that  when  the 
X  material  should  be  delivered  and  paid  for  a  heavy  loss  would  immediately 
ensue.  i  "  ^ 

It  is  clear  that  the  assessment  was  made  upon  a  return  which  clearly 
reflected  the  income  and  profits  of  the  company  on  September  30,  1918.  The 
theory  of  the  income-tax  laws  is  that  income  and  profits  are  to  be  determined 
and  taxed  annually.  Ordinarily,  therefore,  when  he  pays  taxes  for  a  given 
year  upon  the  net  income  shown  by  a  proper  accounting  at  the  end  of  that 
year  he  is  not  entitled  to  relief  even  though  it  happens  that  he  suffers  a  net 
loss  during  the  succeeding  year  in  excess  of  the  net  income  for  the  first  year. 
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The  revenue  act  of  1918  was  not,  in  fact,  passed  until  February,  1919. 
During  the  time  that  it  was  under  consideration  by  congress  the  armistice 
had  been  signed.  There  were  many  individuals  and  corporations  in  the 
country  conducting  business  requiring  large  capital  and  dependent  in  large 
measure  upon  the  continuation  of  the  war.  It  was  therefore  obvious  when 
the  act  was  passed  that  much  property — such  as  plants,  buildings,  machinery 
and  equipment  valuable  for  war  work — had  been  at  once  greatly  reduced  in 
value  by  the  signing  of  the  armistice.  It  was  also  evident  that  business 
profitable  because  of  the  war  would,  in  many  instances,  be  conducted,  if  at 
all,  during  the  following  year  at  a  loss.  Congress  apparently  felt  that  persons 
and  corporations  so  situated  should  be  given  some  relief.  Accordingly,  sec- 
tion 204(6)  is  as  follows: 

"If  for  any  taxable  year  beginning  October  31,  1918,  and  ending  prior  to 
January  i,  1920,  it  appears  upon  the  production  of  evidence  satisfactory  to 
the  commissioner  that  any  taxpayer  has  sustained  a  net  loss,  the  amount  of 
such  net  loss  shall,  under  regulations  prescribed  by  the  commissioner,  with 
the  approval  of  the  secretary,  be  deducted  from  the  net  income  of  the  tax- 
payer for  the  preceding  taxable  year ;  and  the  taxes  imposed  by  this  title  and 
Title  III  for  such  preceding  taxable  year  shall  be  redetermined  accordingly." 

Net  loss  as  used  in  this  provision  is  defined  in  section  204(0)  to  be  only 
"net  losses  resulting  from  either  (i)  the  operation  of  any  business  regularly 
carried  on  by  the  taxpayer,  or  (2)  the  bona  fide  sale  by  the  taxpayer  of 
plant,  buildings,  machinery,  equipment,  or  other  facilities,  constructed,  in- 
stalled, or  acquired  by  the  taxpayer  on  or  after  April  6,  1917,  for  the  pro- 
duction of  articles  contributing  to  the  prosecution  of  the  present  war."  It 
will  be  seen  that  this  relief  was  not  extended  to  all  corporations  which  had 
been  assessed  for  taxes  during  the  year  1918,  but  is  limited  to  those  whose 
fiscal  or  tax  year  began  after  October  31,  1918.  Apparently,  so  far  as  this 
provision  was  concerned,  congress  decided  to  leave  without  relief  those 
individuals  and  corporations  whose  taxes  for  1918  had  been  assessed  upon 
the  basis  of  a  tax  year  ending  prior  to  the  date  mentioned — that  is,  prior 
to  the  month  in  which  the  armistice  was  signed.  The  fiscal  or  tax  year  of 
the  A  company  ended  September  30,  1918.  It  clearly,  therefore,  did  not  come 
within  the  terms  of  section  204,  and  the  question  is  whether  it  can  now  be 
permitted  to  bring  itself  within  the  terms  of  that  section  by  changing  its 
accounting  period  or  tax  year. 

Section  212  o'fc  the  act  of  1918,  applying  to  individuals,  but  made  applicable 
to  corporations  by  section  232,  provides : 

"(b)  The  net  income  shall  be  computed  upon  the  basis  of  the  tax- 
payer's annual  accounting  period  (fiscal  year  or  calendar  year,  as  the  case 
may  be)  in  accordance  with  the  method  of  accounting  regularly  employed  in 
keeping  the  books  of  such  taxpayer;  but  if  no  such  method  of  accounting 
has  been  so  employed,  or  if  the  method  employed  does  not  clearly  reflect 
the  income,  the  computation  shall  be  made  upon  such  basis  and  in  such 
manner  as  in  the  opinion  of  the  commissioner  does  clearly  reflect  the  income. 
If  the  taxpayer's  annual  accounting  period  is  other  than  a  fiscal  year,  as 
defined  in  section  200,  or  if  the  taxpayer  has  no  annual  accounting  period  or 
does  not  keep  books,  the  net  income  shall  be  computed  on  the  basis  of  the 
calendar  year. 

"If  a  taxpayer  changes  his  accounting  period  from  fiscal  year  to  calendar 
year,  from  calendar  year  to  fiscal  year,  or  from  one  fiscal  year  to  another, 
the  net  income  shall,  with  the  approval  of  the  commissioner,  be  computed 
on  the  basis  of  such  new  accounting  period,  subject  to  the  provisions  of 
section  226." 

This  clearly  expresses  the  purpose  that  if  there  is  in  the  conduct  of  a 
business  a  regular  accounting  period  the  tax  shall  be  computed  for  that  period 
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and  in  accordance  with  the  method  of  accounting  regularly  employed  in  keep- 
ing the  books  of  the  taxpayer,  provided  that  method  of  bookkeeping  clearly 
reflects  the  income.  If  the  income  is  not  thus  clearly  reflected,  the  commis- 
sioner is  given  authority  to  compute  the  tax  in  such  manner  as  will  clearly 
reflect  the  income.  I  am  of  opinion,  however,  that  whether  the  regular  method 
of  keeping  the  books  or  some  other  method  of  computation  is  made  the  basis 
it  is  compulsory  that  the  taxes  be  computed  for  the  taxpayer's  regular  ac- 
counting period. 

The  A  company's  regular  accounting  period  ended  September  30,  1918. 
The  assessment  against  it  was  made  for  a  period  of  twelve  months  ending 
on  that  date,  and  was  presumably  based  upon  the  method  of  accounting 
regularly  employed  by  the  company  in  keeping  its  books.  The  act  of  1918 
was  not  passed  until  some  months  after  this  date.  The  accounting  period 
for  which  the  tax  liability  had  accrued,  and  the  method  of  accounting  during 
that  period  were  accomplished  facts  which,  in  the  very  nature  of  things, 
could  not  thereafter  be  changed.  Congress,  of  course,  might  have  authorized 
a  change  and  directed  a  recomputation  of  the  taxes,  but  it  did  not  do  so. 
On  the  contrary,  I  think  it  clear  that  by  limiting  the  relief  granted  by  section 
204  to  taxpayers  whose  tax  year  should  begin  after  October  31,  1918,  it  un- 
equivocally expressed  the  intent  that  no  taxpayer  whose  tax  year  for  1919 
began  prior  to  that  date  should  take  any  benefit  under  section  204.  To  permit 
now,  therefore,  a  change  in  the  accounting  period  for  1918  of  this_company 
would  be  to  bring  it  within  the  terms  of  section  204  in  the  face  of  the  ex- 
pressed intent  of  congress  that  the  section  should  not  apply  to  it.  I  am  of 
the  opinion  that  the  commissioner  is  without  power  to  permit  the  change  of 
the  accounting  period  as  requested  by  the  company. 

Section  204,  however,'  does  not  contain  all  the  relief  which  congress 
thought  should  be  given  on  account  of  losses  resulting  from  the  armistice. 
Section  234  (14)  is  as  follows: 

"(a)  At  the  time  of  filing  return  for  the  taxable  year  1918  a  taxpayer 
may  file  a  claim  in  abatement  based  on  the  fact  that  he  has  sustained  a  sub- 
stantial loss  (whether  or  not  actually  realized  by  sale  or  other  disposition) 
resulting  from  any  material  reduction  (not  due  to  temporary  fluctuation)  of 
the  value  of  the  inventory  for  such  taxable  year,  or  from  the  actual  payment 
after  the  close  of  such  taxable  year  of  rebates  in  pursuance  of  contracts 
entered  into  during  such  year  upon  sales  made  during  such  year.  *  *  * 
(&)  If  no  such  claim  is  filed,  but  it  is  shown  to  the  satisfaction  of  the  com- 
missioner that  during  the  taxable  year  1919  the  taxpayer  has  sustained  a 
substantial  loss  of  the  character  above  described,  then  the  amount  of  such 
loss  shall  be  deducted  from  the  net  income  for  the  taxable  year  1918,  and 
the  taxes  imposed  by  this  title  and  by  title  III  for  such  year  shall  be  re- 
determined  accordingly." 

This  section,  unlike  section  204,  applies  to  all  corporations  paying  taxes 
for  the  year  1918.  In  the  scope  of  the  relief  granted,  however,  it  is  narrower 
than  that  section.  It  permits  a  deduction  from  the  net  income  shown  for 
the  year  1918  not  of  all  losses  sustained  during  the  year  1919,  but  only  such 
as  result  either  from  (i)  a  material  reduction  of  the  value  of  the  inventory 
for  the  tax  year  1918,  or  (2)  from  the  actual  payment  after  the  close  of  the 
tax  year  1918  of  rebates  in  pursuance  of  contracts  entered  into  during  that 
year  upon  sales  made  during  that  year.  On  September  30,  1918,  none  of 
the  X  material  on  account  of  which  losses  were  subsequently  sustained  had 
been  delivered  to  the  company,  and  hence  none  was  included  in  the  inventory 
on  which  the  assessment  for  1918  was  made.  The  company  did  not  at  that 
time  own  this  X  material,  and  presumably  much  of  it  had  not  even  beeji 
produced.  The  company  did  not  own  it  but  only  had  a  contract  for  its  pur- 
chase. It  could  not,  therefore,  have  properly  been  included  in  an  inventory 
of  the  company's  property  as  of  that  date.  It  is  not,  as  I  understand,  insisted 
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that  if  subsection  14(0)  stood  alone,  the  loss  on  this  X  material  could  be 
allowed  as  a  reduction  of  the  value  of  the  inventory  for  1918,  but  it  is  in- 
sisted that  subsection  14 (b)  is  broader  in  its  scope,  and  that  the  expression 
therein  "loss  of  the  character  above  described"  includes  such  a  loss  as  that 
sustained  on  this  X  material.  I  am  unable  to  agree  with  this  insistence. 
Subsection  14(0)  specifically  describes  the  losses  for  which  deductions  may 
be  made,  and  when  (6)  of  the  same  subsection  speaks  of  a  "loss  of  the 
character  above  described,"  I  do  not  think  the  language  can  be  construed 
to  include  anything  which  is  not  included  in  (a).  This  view  seems  to  me 
unavoidable  when  it  is  remembered  that  (a)  provides  for  a  claim  in  abate- 
ment to  be  made  at  the  time  of  the  filing  of  a  return  for  1918,  that  the  act 
was  not  passed  until  February,  1919,  after  the  time  of  many  taxpayers  for 
filing  a  return  for  1918  had  expired  and  after  it  was  impossible  for  such 
taxpayers  to  file  a  claim  in  abatement  at  the  time  of  filing  their  return.  The 
provision  in  (6)  was  obviously  for  the  benefit  of  taxpayers  who  had  filed 
their  returns  before  the  act  was  passed,  or  who  thereafter  for  any  reason 
failed  to  file  a  claim  in  abatement  at  the  time  of  filing  returns.  The  two 
provisions  manifestly  apply  to  exactly  the  same  losses,  and  these  are  spe- 
cifically described  in  (a).  The  loss  for  which  a  deduction  is  now  claimed 
does  not  consist  of  a  reduction  in  the  value  of  the  inventory  upon  which  the 
taxes  for  1918  were  assessed,  and  I  am  constrained  to  the  opinion  that  it  does 
not  come  within  the  terms  of  section  234  (14). 

Answering  the  questions  submitted  specifically,  I  advise: 

First :  The  statute  does  not  authorize  the  commission  to  approve  a 
change  by  this  company  at  this  time  in  its  accounting  records  for  the  fiscal 
year  ending  September  30,  1918,  so  that  its  accounting  period  for  1918  will 
be  changed  to  a  calendar-year  basis. 

Second.  The  answer  to  question  I  is  conclusive  of  this  company's  right 
to  now  change  its  accounting  period  for  1918,  and  a  specific  answer  to 
question  2,  which  would  involve  a  more  extended  examination  of  the  regula- 
tions referred  to,  would  therefore  seem  to  be  unnecessary. 

Third.  The  statute  does  not  authorize  a  deduction  by  this  company  under 
section  234,  subdivision  14,  by  treating  the  loss  on  the  X  material  contracts 

as  a  loss  which  is  of  the  character  of  an  inventory  loss. 
*  *  *  * 

Supreme  court  decisions  are  always  edifying,  and  the  one  embodying 
treasury  decision  No.  3045  is  especially  so,  even  though  voluminous. 

It  seems  that  if  one  deducts  a  dividend  from  the  amount  of  his  annual  life 
insurance  premium  and  remits  to  his  insurance  company  the  net  amount,  the 
company  need  not  include  the  dividend  as  taxable  income,  but  if  one  remits 
the  total  amount  of  the  premium  and  the  company  then  remits  to  him  the 
amount  of  the  dividend,  the  company  must  include  the  amount  of  the  dividend 
as  taxable  income. 

This  fact,  together  with  many  others  of  interest  with  reference  to  mutual 
life  insurance  companies,  will  be  found  in  the  following  decision,  and  we 
recommend  a  careful  reading  of  the  opinion  of  the  United  States  supreme 
court  delivered  by  Justice  Brandeis. 

This  opinion  was  rendered  upon  an  action  brought  under  the  law  of 
October  3,  1913 : 

(T.  D.  3046,  July  19,  1920) 

Income  tax — Act,   October  3,  1913 — Decision  of  supreme  court 
I.    Excess  in  Premium 

It  is  of  the  essence  of  mutual  insurance  that  the  excess  in  the  pre- 
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mium  over  the  actual  cost  as  later  ascertained  shall  be  returned  to  the 
policyholder. 

Premium  Receipts  Excluded  from  Gross  Income. 

Section  II  G  (b)  of  the  act  of  October  3,  1913,  excludes  from 
gross  income  those  premium  receipts  which  are  actually  or  in  effect 
paid  by  applying  dividends. 

Basis  of  Exclusion. 

The  congress  used  the  words  "shall  not  include"  as  applied  to  the 
annually  ascertained  over-payments  of  premium  paid  back  or  credited 
to  the  policyholder,  because  it  eliminated  them  from  the  aggregate  of 
taxable  premiums  as  being  the  equivalent  of  abatement  of  premiums. 

Object  of  the  Noninclusion  Clause. 

The  noninclusion  clause  in  the  act  of  October  3,  1913,  was  framed 
to  define  what  amounts  involved  in  dividends  should  be  "nonincluded" 
or  deducted,  and  thus  to  prevent  any  controversy  arising  over  the 
questions  which  had  been  raised  under  the  act  of  1909.  (See 
Mutual  Benefit  Life  Insurance  Co.  v.  Herald,  198  Fed.,  199.) 

Receipts  of  Net  Premiums  the  Basis  of  Taxation. 

Congress  has  acted  with  entire  consistency  in  laying  down  the  rule 
by  which  in  computing  gross  earnings  certain  amounts  only  are 
excluded.  The  principle  applied  is  that  of  basing  the  taxation  on 
receipts  of  net  premiums,  instead  of  on  gross  premiums.  The  amount 
equal  to  the  aggregate  of  certain  dividends  is  excluded,  although 
they  are  dividends,  because  by  reason  of  their  application  the  net 
premium  receipts  of  the  tax  year  are  to  that  extent  less. 

Fraternal  Life  Insurance. 

Fraternal  life  insurance  has  been  exempted  from  all  income  taxa- 
tion because,  as  originally  devised,  it  had  in  it  only  the  element  of 
protection.  The  premiums  paid  by  the  member  were  supposed  to  be 
sufficient,  and  only  sufficient,  to  pay  the  losses  which  fell  within  the 
current  year. 

Source  of  Dividend. 

The  dividend  of  a  life  insurance  company  is  made  possible  be- 
cause the  amounts  paid  in  as  premium  have  earned  more  than  it  was 
assumed  that  they  would  when  the  policy  contract  was  made,  or 
because  the  expense  of  conducting  the  business  was  less  than  it  was 
then  assumed  it  would  be,  or  because  the  mortality — that  is,  the 
deaths  in  the  class  to  which  the  policyholder  belongs — proved  to  be 
less  than  had  then  been  assumed  in  fixing  the  premium  rate. 

Paid-up  Policies. 

After  a  policy  is  paid  up  the  element  of  investment  predominates, 
and  congress  might  reasonably  regard  the  dividends  substantially  as 
profit  on  the  investment. 

Deferred  Dividend  Policy. 

In  the  case  of  a  deferred  dividend  policy  the  dividend  represents 
in  part  what  clearly  could  not  be  regarded  as  a  repayment  of  excess 
premium  of  the  policyholder  receiving  the  dividend,  for  the  "share  of 
the  forfeiture"  which  he  receives  is  the  share  of  the  redundancy  in 
premium  of  other  policyholders  who  did  not  persist  in  premium  pay- 
ments to  the  end  of  the  contract  period. 
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10.  Fraternal  Beneficiary  Societies. 

Congress  exempted  certain  co-operative  enterprises  from  all  in- 
come taxation,  but,  with  the  exception  of  fraternal  beneficiary 
societies,  it  imposed  in  express  terms  such  taxation  upon  "every  in- 
surance company." 

11.  Participating  Policies  Issued  by  Stock  Life  Insurance  Companies. 

The  participating  policies  commonly  issued  by  stock  life  insurance 
companies  are,  both  in  rights  conferred  and  in  financial  results,  sub- 
stantially the  same  as  the  policies  issued  by  purely  mutual  life  in- 
surance companies. 

12.  Legislative  History  as  an  Aid  to  Construction. 

The  legislative  history  of  an  act  may,  when  the  meaning  of  the 
words  used  is  doubtful,  be  resorted  to  as  an  aid  to  construction;  but 
no  aid  can  possibly  be  derived  from  legislative  history  of  another 
act  passed  nearly  six  years  after  the  one  in  question. 

13.  Judgment  Affirmed. 

The  judgment  of  the  circuit  court  of  appeals  is  affirmed. 

The  appended  decision  of  the  Supreme  Court  of  the  United  States  in 
the  case  of  the  Penn  Mutual  Life  Insurance  Company  v.  Ephraim  Lederer, 
collector  of  internal  revenue,  is  published  for  the  information  of  internal 
revenue  officers  and  others  concerned. 

SUPREME  COURT  OF  THE  UNITED  STATES.     No.  499. 
OCTOBER  TERM,  1919 

The  Penn  Mutual  Life  Insurance  Company,  petitioner  v.  Ephraim  Lederer, 
collector  of  internal  revenue 

On  Writ  of  Certiorari  to  the  United  States  Circuit  Court  of  Appeals  for 

the  Third  Circuit 

[April  19,  1920] 

Mr.  Justice  Brandeis  delivered  the  opinion  of  the  court : 
The  Penn  Mutual  Life  Insurance  Company,  a  purely  mutual  legal  reserve 
company  which  issues  level-premium  insurance,  brought  this  action  in  the 
district  court  of  the  United  States  for  the  eastern  district  of  Pennsylvania 
to  recover  $6,865.03,  which  was  assessed  and  collected  as  an  income  tax  of 
i  per  cent  upon  the  sum  of  $686,503,  alleged  to  have  been  wrongly  included 
as  a  part  of  its  gross  income,  and  hence  also  of  its  net  income,  for  the  period 
from  March  I,  1913,  to  December  31,  1913.  The  latter  sum  equals  the  aggre- 
gate of  the  amounts  paid  during  that  period  by  the  company  to  its  policy- 
holders  in  cash  dividends  which  were  not  used  by  them  during  that  period 
in  payment  of  premiums.  The  several  amounts  making  up  this  aggregate 
represent  mainly  a  part  of  the  so-called  redunancy  in  premiums  paid  by  the 
respective  policyholders  in  some  previous  year  or  years.  They  are,  in  a  sense, 
a  repayment  of  that  part  of  the  premium  previously  paid,  which  experience 
has  proved  was  in  excess  of  the  amount  which  had  been  assumed  would  be 
required  to  meet  the  policy  obligations  (ordinarily  termed  losses)  or  the 
legal  reserve  and  the  expense  of  conducting  the  business.1  The  district  court 
allowed  recovery  of  the  full  amount  with  interest.  (247  Fed.,  559.)  The 
circuit  court  of  appeals  for  the  third  circuit,  holding  that  nothing  was  re- 


1  The  manner  in  which  mutual  level-premium  life  insurance  companies  conduct  their 
business   and  the  nature  and    application   of   dividends   are  fully   set   forth  in  Mutual 
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coverable  except  a  single  small  item,  reversed  the  judgment  and  awarded  a 
new  trial.  (258  Fed.,  81.)  A  writ  of  certiorari  from  this  court  was  then 
allowed.  (250  U.  S.,  656.) 

Whether  the  plaintiff  is  entitled  to  recover  depends  wholly  upon  the  con- 
struction to  be  given  certain  provisions  in  section  II  G  (ft)  of  the  revenue 
act  of  October  3,  1913,  c.  16  (38  Stat.,  114,  172,  173).  The  act  enumerates 
among  the  corporations  upon  which  the  income  tax  is  imposed,  "every  in- 
surance company''  "other  than  fraternal  beneficiary  societies,  orders  or  asso- 
ciations operating  under  the  lodge  system  or  for  the  exclusive  benefit  of  the 
members  of  a  fraternity  itself  operating  under  a  lodge  system."  It  provides 
(G  (&)  pp.  172-174)  how  the  net  income  of  insurance  companies  shall  be 
ascertained  for  purposes  of  taxation,  prescribing  what  shall  be  included  to 
determine  the  gross  income  of  any  year,  and  also  specifically  what  deductions 
from  the  ascertained  gross  income  shallbe  made  in  order  to  determine  the 
net  income  upon  which  the  tax  is  assessed.  Premium  receipts  are  a  part  of 
the  gross  income  to  be  accounted  for. 

In  applying  to  insurance  companies  the  system  of  income  taxation  in  which 
the  assessable  net  income  is  to  be  ascertained  by  making  enumerated  deduc- 
tions from  the  gross  income  (including  premium  receipts),  congress  naturally 
provided  how,  in  making  the  computation,2  repayment  of  the  redundancy  in 
the  premium  should  be  dealt  with.  In  a  mutual  company,  whatever  the  field 
of  its  operation,  the  premium  exacted  is  necessarily  greater  than  the  expected 
cost  of  the  insurance,  as  the  redundancy  in  the  premium  furnishes  the 
guaranty  fund  out  of  which  extraordinary  losses  may  be  met,  while  in  a  stock 
company  they  may  be  met  from  the  capital  stock  subscribed.  It  is  of  the 
essence  of  mutual  insurance  that  the  excess  in  the  premium  over  the  actual 
cost  as  later  ascertained  shall  be  returned  to  the  policyholder.  Some  payment 
to*  the  policyholder  representing  such  excess  is  ordinarily  made  by  every 
mutual  company  every  year ;  but  the  so-called  repayment  or  dividend  is  rarely 
made  within  the  calendar  year  in  which  the  premium  (of  which  it  is  sup- 
posed to  be  the  unused  surplus)  was  paid.  Congress  treated  the  so-called 
repayments  or  dividends  in  this  way  (p.  173)  : 

(a)  Mutual  fire  companies  "shall  not  return  as  income  any  portion  of 
the  premium  deposits  returned  to  their  policyholders." 

(&)  Mutual  marine  companies  "shall  be  entitled  to  include  in  deductions 
from  gross  income  amounts  repaid  to  policyholders  on  account  of  premiums 
previously  paid  by  them  and  interest  paid  upon  such  amounts  between  the 
ascertainment  thereof  and  the  payment  thereof." 

(c)  Life  insurance  companies — that  is,  both  stock  and  strictly  mutual — 
"shall  not  include  as  income  in  any  year  such  portion  of  any  actual  premium 
received  from  any  individual  policyholder  as  shall  have  been  paid  back  or 
credited  to  such  individual  policyholder,  or  treated  as  an  abatement  of  pre- 
mium of  such  individual  policyholder,  within  such  year." 

(d)  For  all  insurance  companies,  whatever  their  field  of  operation,  and 
whether  stock  or  mutual,  the  act  provides  that  there  be  deducted  from  gross 
income  "the  net  addition,  if  any,  required  by  law  to  be  made  within  the  year 
to  reserve  funds  and  the  sums  other  than  dividends  paid  within  the  year  on 
policy  and  annuity  contracts." 

The  government  contends,  in  substance,  for  the  rule  that  in  figuring  the 
gross  income  of  life  insurance  companies  there  shall  be  taken  the  aggregate 

*  The  percentage  of  the  redundancy  to  the  premium  varies  from  year  to  year  greatly 
in  the  several  fields  of  insurance,  and  likewise  in  the  same  year  in  the  several  companies 
in  the  same  field.  Where  the  margin  between  the  probable  losses  and  those  reasonably 
possible  is  very  large,  the  return  premiums  rise  often  to  90  pjr  cent  or  more  of  the 
premium  paid.  This  is  true  of  the  manufacturers'  mutual  fire  insurance  companies  of 
New  England.  See  Report  Massachusetts  Insurance  Commissioner  (1913),  Vol.  I,  p.  16. 
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of  the  year's  net  premium  receipts  made  up  separately  for  each  policyholder.8 
The  Penn  Mutual  Company  contends  for  the  rule  that  in  figuring  the  gross 
income  there  shall  be  taken  the  aggregate  full  premiums  received  by  the 
company  less  the  aggregate  of  all  dividends  paid  by  it  to  any  policyholder  by 
credit  upon  a  premium  or  by  abatement  of  a  premium,  and  also  of  all  divi- 
dends whatsoever  paid  to  any  policyholder  in  cash  whether  applied  in  pay- 
ment of  a  premium  or  not.  The  noninclusion  clause  (c)  above  excludes  from 
gross  income  those  premium  receipts  which  were  actually  or  in  effect  paid 
by  applying  dividends.  The  company  seeks  to  graft  upon  the  clause  so  re- 
stricted a  provision  for  what  it  calls  nonincluding,  but  which,  in  fact,  is 
deducting  all  cash  dividends  not  so  applied.  In  support  of  this  contention  the 
company  relies  mainly,  not  upon  the  words  of  the  statute,  but  upon  arguments 
which  it  bases  upon  the  nature  of  mutual  insurance,  upon  the  supposed 
analogy  of  the  rules  prescribed  in  the  statute  for  mutual  fire  and  marine 
companies,  and  upon  the  alleged  requirements  of  consistency : 

First.  The  reason  for  the  particular  provision  made  by  congress  seems 
to  be  clear :  dividends  may  be  made,  and  by  many  of  the  companies  have 
been  made  largely  by  way  of  abating  or  reducing  the  amount  of  the  renewal 
premium.4  Where  the  dividend  is  so  made  the  actual  premium  receipt  of  the 
year  is  obviously  only  the  reduced  amount.  But,  as  a  matter  of  bookkeeping, 
the  premium  is  entered  at  the  full  rate  and  the  abatement — that  is,  the 
amount  by  which  it  was  reduced — is  entered  as  a  credit.  The  financial  result 
both  to  the  company  and  to  the  policyholders  is,  however,  exactly  the  same 
whether  the  renewal  premium  is  reduced  by  a  dividend  or  whether  the  renewal 
premium  remains  unchanged,  but  is  paid  in  part  either  by  a  credit  or  by  cash 
received  as  a  dividend.  And  the  entries  in  bookkeeping  would  be  substan- 
tially the  same,  because  the  several  ways  of  paying  a  dividend  are,  as 
between  the  company  and  the  policyholder,  financial  equivalents.  Congress 
doubtless  concluded  to  make  the  incidence  the  same  also  as  respects  income 
taxation.  Where  the  dividend  was  used  to  abate  or  reduce  the  full  or  gross 
premium,  the  direction  to  eliminate  from  the  apparent  premium  receipts  is 
aptly  expressed  by  the  phrase  "shall  not  include"  used  in  clause  (c)  above. 
Where  the  premium  was  left  unchanged,  but  was  paid  in  part  by  a  credit  or 
cash  derived  from  the  dividend,  the  instruction  would  be  more  properly  ex- 
pressed by  a  direction  to  deduct  those  credits.  Congress  doubtless  used  the 
words  "shall  not  include"  as  applied  also  to  these  credits,  because  it  eliminated 
them  from  the  aggregate  of  taxable  premiums  as  being  the  equivalent  of 
abatement  of  premiums. 

That  such  was  the  intention  of  congress  is  confirmed  by  the  history  of  the 
noninclusion  clause  (c)  above.  The  provision  in  the  revenue  act  of  1913  for 
taxing  the  income  of  insurance  companies  is  in  large  part  identical  with  the 
provision  for  the  special  excise  tax  upon  them  imposed  by  the  act  of  August 
5,  1909,  chapter  6,  section  38,  36  Statutes,  112.  By  the  latter  act  the  net  in- 
come of  insurance  companies  was  also  to  be  ascertained  by  deducting  from 
gross  income  "sums  other  than  dividends  paid  within  the  year  on  policy  and 
renewal  contracts,"  but  there  was  in  that  act  no  noninclusion  clause  whatso- 

3  A   separate    account    is   kept   by    the   company    with   each    policyholder.      In   that 
account  there  are  entered  each  year  the  charges  of  the  premiums  payable  and  all  credits, 
either  for  cash  payments  or  by  way  of  credit  of  dividends  or  by  way  of  abatement  of 
premium. 

4  The  dividend  provision  of  the  Mutual  Benefit  Life  Insurance  Co.  involved  in  the 


the  company  will  be  made  annually  beginning  at  the  second  year,  or  the  insured  may 
pay  the  full  premium  and  instruct  the  company  to  apply  the  amount  of  the  reduction 
apportioned  to  him  in  any  one  of  the  following  plans:"  (Then  follow  four  plans.) 


apportion 
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ever.  The  question  arose  whether  the  provision  in  the  act  of  1913,  identical 
with  (c)  above,  prevented  using  in  the  computation  the  reduced  renewal  pre- 
miums instead  of  the  full  premiums,  where  the  reduction  in  the  premium  had 
been  effected  by  means  of  dividends.  In  Mutual  Benefit  Life  Insurance  Com- 
pany v.  Herald  (198  Fed.,  199),  decided  July  29,  1912,  it  was  held  that  the 
renewal  premium  as  reduced  by  such  dividends  should  be  used  in  computing 
the  gross  premium;  and  it  was  said  (p.  212)  that  dividends  so  applied  in 
reduction  of  renewal  premiums  "should  not  be  confused  with  dividends  de- 
clared in  the  case  of  a  full-paid  participating  policy  wherein  the  policyholder 
has  no  further  premium  payments  to  make.  Such  payments  having  been  duly 
met,  the  policy  has  become  at  once  a  contract  of  insurance  and  of  investment. 
The  holder  participates  in  the  profits  and  income  of  the  invested  funds  of  the 
company."  On  writ  of  error  sued  out  by  the  government  the  judgment 
entered  in  the  district  court  was  affirmed  by  the  circuit  court  of  appeals 
on  January  27,  1913  (201  Fed.,  918)  ;  but  that  court  stated  that  it  ref rail,  -d 
from  expressing  any  opinion  concerning  dividends  on  full-paid  policies, 
saying  that  it  did  so  "not  because  we  wish  to  suggest  disapproval,  but  merely 
because  no  opinion  about  these  matters  is  called  for  now,  as  they  do  not  seem 
to  be  directly  involved."  The  noninclusion  clause  in  the  revenue  act  of  1913 
(c)  above  was  doubtless  framed  to  define  what  amounts  involved  in  divi- 
dends should  be  "nonincluded"  or  deducted,  and  thus  to  prevent  any  con- 
troversy arising  over  the  questions  which  had  been  raised  under  the  act  of 
loxxp.5  The  petition  for  writ  of  certiorari  applied  for  by  the  government  was 
not  denied  by  this  court  until  December  15,  1913  (231  U.  S.,  755) — that  is, 
after  the  passage  of  the  act. 

Second.  It  is  argued  that  the  nature  of  life  insurance  dividends  is  the 
same,  whatever  the  disposition  made  of  them,  and  that  congress  could  not 
have  intended  to  relieve  the  companies  from  taxation  to  the  extent  that 
dividends  are  applied  in  payment  of  premiums  and  to  tax  them  to  the  extent 
that  dividends  are  not  so  applied.  If  congress  is  to  be  assumed  to  have  in- 
tended, in  obedience  to  the  demands  of  consistency,  that  all  dividends  declared 
under  life  insurance  policies  should  be  treated  alike  in  connection  with  income 
taxation  regardless  of  their  disposition,  the  rule  of  consistency  would  require 
deductions  more  far-reaching  than  those  now  claimed  by  the  company.  Why 
allow  so-called  noninclusion  of  amounts  equal  to  the  dividends  paid  in  cash 
but  not  applied  in  reduction  of  renewal  premium  and  disallow  so-called  non- 
inclusion  of  amounts  equal  to  the  dividends  paid  by  a  credit  representing 
amounts  retained  by  the  company  for  accumulation  or  to  be  otherwise  used 
for  the  policyholders'  benefit?  The  fact  is,  that  congress  has  acted  with  entire 
consistency  in  laying  down  the  rule  by  which  in  computing  gross  earnings 
certain  amounts  only  are  excluded ;  but  the  company  has  failed  to  recognize 
what  the  principle  is  which  congress  has  consistently  applied.  The  principle 
applied  is  that  of  basing  the  taxation  on  receipts  of  net  premiums  instead 
of  on  gross  premiums.  The  amount  equal  to  the  aggregate  of  certain  divi- 
dends is  excluded,  although  they  are  dividends,  because  by  reason  of  their 
application  the  net  premium  receipts  of  the  tax  year  are  to  that  extent  less. 
There  is  a  striking  difference  between  an  aggregate  of  individual  premiums, 
each  reduced  by  means  of  dividends,  and  an  aggregate  of  full  premiums,  from 
which  it  is  sought  to  deduct  amounts  paid  out  by  the  company  which  have  no 
relation  whatever  to  premiums  received  within  the  tax  year  but  which  relate 
to  some  other  premiums  which  may  have  been  received  many  years  earlier. 
The  difference  between  the  two  cases  is  such  as  may  well  have  seemed  to 
congress  sufficient  to  justify  the  application  of  different  rules  of  taxation. 
There  is  also  a  further  significance.  All  life  'insurance  has  in  it  the 

6  Substantially  the  same  questions  were  involved  also  in  Connecticut  General  Lift 
Ins.  Co.  v.  Eaton  (218  Fed.,  188),  and  Connecticut  Mutual  Life  Ins.  Co.  v.  Eaton  (218 
Fed.,  206),  in  which  decisions  were  not,  however,  reached  until  the  following  year. 
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element  of  protection.  That  afforded  by  fraternal  beneficiary  societies,  as 
originally  devised,  had  in  it  only  the  element  of  protection.  There  the  pre- 
miums paid  by  the  member  were  supposed  to  be  sufficient,  and  only  sufficient, 
to  pay  the  losses  which  will  fall  during  the  current  year,  just  as  premiums  in 
fire,  marine  or  casualty  insurance  are  supposed  to  cover  only  the  losses  of  the 
year  or  other  term  for  which  the  insurance  is  written.  Fraternal  life  in- 
surance has  been  exempted  from  all  income  taxation,  congress  having  dif- 
ferentiated these  societies,  in  this  respect  as  it  had  in  others,  from  ordinary 
life  insurance  companies.  Compare  Royal  Arcanum  Supreme  Council  v. 
Behrend  (247  U.  S.,  394).  But  in  level-premium  life  insurance,  while  the 
motive  for  taking  it  may  be  mainly  protection,  the  business  is  largely  that  of 
savings  investment.  The  premium  is  in  the  nature  of  a  savings  deposit. 
Except  where  there  are  stockholders,  the  savings  bank  pays  back  to  the  de- 
positor his  deposit  with  the  interest  earned  less  the  necessary  expense  of  man- 
agement. The  insurance  company  does  the  same,  the  difference  being  merely 
that  the  savings  bank  undertakes  to  repay  to  each  individual  depositor  the 
whole  of  his  deposit  with  interest,  while  the  life  insurance  company  under- 
takes to  pay  to  each  member  of  a  class  the  average  amount  (regarding  the 
chances  of  life  and  death)  ;  so  that  those  who  do  not  reach  the  average  age 
get  more  than  they  have  deposited — that  is,  paid  in  premiums  (including  in- 
terest)— and  those  who  exceed  the  average  age  less  than  they  deposited 
(including  interest).  The  dividend  of  a  life  insurance  company  may  be  re- 
garded as  paying  back  part  of  these  deposits  called  premiums.  The  dividend 
is  made  possible  because  the  amounts  paid  in  as  premium  have  earned  more 
than  it  was  assumed  they  would  when  the  policy  contract  was  made,  or  be- 
cause the  expense  of  conducting  the  business  was  less  than  it  was  then 
assumed  it  would  be,  or  because  the  mortality — that  is,  the  deaths  in  the  class 
to  which  the  policyholder  belongs — proved  to  be  less  than  had  been  assumed 
in  fixing  the  premium  rate.  When  for  any  or  all  of  these  reasons  the  net  cost 
of  the  investment — that  is,  the  right  to  receive  at  death  or  at  the  endowment 
date  the  agreed  sum — has  proved  to  be  less  than  that  for  which  provision  was 
made,  the  difference  may  be  regarded  either  as  profit  on  the  investment  or  as 
a  saving  in  the  expense  of  the  protection.  When  the  dividend  is  applied  in 
reduction  of  the  renewal  premium,  congress  might  well  regard  the  element 
of  protection  as  predominant  and  treat  the  reduction  of  the  premium  paid 
by  means  of  a  dividend  as  merely  a  lessening  of  the  expense  of  protection. 
But  after  the  policy  is  paid  up  the  element  of  investment  predominates,  and 
congress  might  reasonably  regard  the  dividend  substantially  as  profit  on  the 
investment. 

The  dividends,  aggregating  $686,503,  which  the  Penn  Mutual  Company 
insists  should  have  been  "nonincluded,"  or  more  properly  deducted,  from  the 
gross  income,  were  in  part  dividends  on  the  ordinary  limited-payment  life 
policies  which  had  been  paid  up.  There  are  others  which  arose  under  policy 
contracts  in  which  the  investment  feature  is  more  striking;  for  instance,  the 
accelerative  endowment  policy  or  such  special  form  of  contract  as  the  25-year 
"6  per  cent  investment  bond,"  matured  and  paid  March,  1913,  on  which  the 
policyholder  received,  besides  dividends,  interest  and  a  "share  of  forfeitures." 
In  the  latter,  as  in  "deferred  dividend"  and  other  semi-tontine  policies,  the 
dividend  represents  in  part  what  clearly  could  not  be  regarded  as  a  repayment 
of  excess  premium  of  the  policyholder  receiving  the  dividend.  For  the  "share 
of  the  forfeiture"  which  he  receives  is  the  share  of  the  redundancy  in  pre- 
mium of  other  policyholders  who  did  not  persist  in  premium  payments  to  the 
end  of  the  contract  period. 

Third.  The  noninclusion  clause  here  in  question  (c)  above,  is  found  in 
section  II  G  (&)  in  juxtaposition  to  the  provisions  concerning  mutual  fire  and 
mutual  marine  companies,  clauses  (a)  and  (b)  above.  The  fact  that  in  three 
separate  clauses  three  different  rules  are  prescribed  by  congress  for  the  treat- 
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ment  of  redundant  premiums  in  the  three  classes  of  insurance  would  seem  to 
be  conclusive  evidence  that  congress  acted  with  deliberation  and  intended  to 
differentiate  between  them  in  respect  to  income  taxation.  But  the  company, 
ignoring  the  differences  in  the  provisions  concerning  fire  and  marine  com- 
panies, respectively,  insists  that  mutual  life  insurance  rests  upon  the  same 
principles  as  mutual  fire  and  marine,  and  that  as  the  clauses  concerning  fire 
and  marine  companies  provide  specifically  for  noninclusion  in  or  deduction 
from  gross  income  of  all  portions  of  premiums  returned,  congress  must  have 
intended  to  apply  the  same  rule  to  all.  Neither  premise  nor  conclusion  is 
sound. 

Mutual  fire,  mutual  marine,  and  mutual  life  insurance  companies  are 
analogous,  in  that  each  performs  the  service  called  insuring  wholly  for  the 
benefit  of  their  policyholders,  and  not  like  stock  insurance  companies,  in  part 
for  the  benefit  of  persons  who,  as  stockholders,  have  provided  working  capital 
on  which  they  expect  to  receive  dividends  representing  profits  from  their 
investment.  In  other  words,  these  mutual  companies  are  alike  in  that  they 
are  co-operative  enterprises.  But  in  respect  to  the  service  performed,  fire  and 
marine  companies  differ  fundamentally,  as  above  pointed  out,  from  legal 
reserve  life  companies.  The  thing  for  which  a  fire  or  marine  insurance  pre- 
mium is  paid  is  protection,  which  ceases  at  the  end  of  the  term.  If,  after  the 
end  of  the  term,  a  part  of  the  premium  is  returned  to  the  policyholder,  it  is 
not  returned  as  something  purchased  with  the  premium,  but  as  a  part  of  the 
premium  which  was  not  required  to  pay  for  the  protection — that  is,  the 
expense  was  less  than  estimated.  On  the  other  hand,  the  service  performed 
in  level-premium  life  insurance  is  both  protection  and  investment.  Premiums 
paid — not  in  the  tax  year,  but  perhaps  a  generation  earlier — have  earned  so 
much  for  the  co-operators  that  the  company  is  able  to  pay  to  each  not  only 
the  agreed  amount  but  also  additional  sums  called  dividends ;  and  have  earned 
these  additional  sums  in  part  at  least  by  transactions  not  among  the  mem- 
bers, but  with  others,  as  by  lending  the  money  of  the  co-operators  to  third 
persons  who  pay  a  larger  rate  of  interest  than  it  was  assumed  would  be 
received  on  investments.  The  fact  that  the  investment  resulting  in  accumula- 
tion or  dividend  is  made  by  a  co-operative  as  distinguished  from  a  capitalistic 
concern  does  not  prevent  the  amount  thereof  being  properly  deemed  A.  profit 
on  the  investment.  Nor  does  the  fact  that  the  profit  was  earned  by  a  co- 
operative concern  afford  basis  for  the  argument  that  congress  did  not  intend 
to  tax  the  profit.  Congress  exempted  certain  co-operative  enterprises  from  all 
income  taxation,  among  others  mutual  savings  banks ;  but  with  the  exception 
of  fraternal  beneficiary  societies  it  imposed  in  express  terms  such  taxation 
upon  "every  insurance  company."6 

The  purpose  of  congress  to  differentiate  between  mutual  fire  and  marine 
insurance  companies  on  the  one  hand  and  life  insurance  companies  on  the 
other  is  further  manifested  by  this :  The  provision  concerning  return  pre- 
miums in  computation  of  the  gross  income  of  fire  and  marine  insurance  com- 
panies is  limited  in  terms  to  mutual  companies,  whereas  the  noninclusion 
clause  (c)  above,  relating  to  life  insurance  companies,  applies  whether  the 
company  be  a  stock  or  a  mutual  one.  There  is  good  reason  to  believe  thai 
the  failure  to  differentiate  between  stock  and  mutual  life  insurance  com- 
panies was  not  inadvertent.  For  while  there  is  a  radical  difference  between 
stock  fire  and  marine  companies  and  mutual  fire  and  marine  companies,  both 
in  respect  to  the  conduct  of  the  business  and  in  the  results  to  policyholders, 
the  participating  policy  commonly  issued  by  the  stock  life  insurance  company 
is,  both  in  rights  conferred  and  in  financial  results,  substantially  the  same 

6  The  alleged  unwisdom  and  injustice  of  taxing  mutual  life  insurance  companies 
while  mutual  savings  banks  were  exempted  had  been  strongly  pressed  upon  congress. 
Briefs  and  statements  filed  with  senate  committee  on  finance  on  H.  R.  3321,  sixty-third 
congress,  first  session,  vol.  3,  pp.  1955-2094. 
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as  the  policy  issued  by  a  purely  mutual  life  insurance  company.  The  real 
difference  between  the  two  classes  of  life  companies  as  now  conducted  lies 
in  the  legal  right  of  electing  directors  and  officers.  In  the  stock  company 
stockholders  have  that  right ;  in  the  mutual  companies,  the  policyholders,  who 
are  the  members  of  the  corporation. 

The  Penn  Mutual  Company,  seeking  to  draw  support  for  its  argument 
from  legislation  subsequent  to  the  revenue  act  of  1913,  points  also  to  the  fact 
that  by  the  act  of  September  8,  1916,  chapter  463,  section  12,  subsection 
second,  subdivision  c  (39  Stat.,  756,  768),  the  rule  for  computing  gross  income 
there  provided  for  mutual  fire  insurance  companies  was  made  applicable  to 
mutual  employers'  liability,  mutual  workmen's  compensation,  and  mutual 
casualty  insurance  companies.  It  asserts  that  thereby  congress  has  mani- 
fested a  settled  policy  to  treat  the  taxable  income  of  mutual  concerns  as  not 
including  premium  refunds;  and  that  if  mutual  life  insurance  companies  are 
not  permitted  to  "exclude"  them,  these  companies  will  be  the  only  mutual 
concerns  which  are  thus  discriminated  against.  Casualty  insurance  in  its 
various  forms,  like  fire  and  marine  insurance,  provides  only  protection,  and 
the  premium  is  wholly  an  expense.  If  such  later  legislation  could  be  con- 
sidered in  construing  the  act  of  1913,  the  conclusion  to  be  drawn  from  it 
would  be  clearly  the  opposite  of  that  urged.  The  latter  act  would  tend  to 
show  that  congress  persists  in  its  determination  to  differentiate  between  life 
and  other  forms  of  insurance. 

Fourth.  It  is  urged  that  in  order  to  sustain  the  interpretation  given  to 
the  noninclusion  clause  by  the  circuit  court  of  appeals  (which  was,  in  effect, 
the  interpretation  set  forth  above),  it  is  necessary  to  interpolate  in  the  clause 
the  words  "within  such  year,"  as  shown  in  italics  in  brackets,  thus : 

And  life  insurance  companies  shall  not  include  as  income  in  any  year 
such  portion  of  any  actual  premiums  received  from  any  individual  policy- 
holder  [within  such  year]  as  shall  have  been  paid  back  or  credited  to  such 
individual  policyholder,  or  treated  as  an  abatement  of  premium  of  such 
individual  policyholder,  within  such  year. 

What  has  been  said  above  shows  that  no  such  interpolation  is  necessary 
to  sustain  the  construction  given  by  the  circuit  court  of  appeals.  That  court 
did  not  hold  that  the  permitted  noninclusion  from  the  year's  gross  income  is 
limited  to  that  portion  of  the  premium  received  within  the  year,  which  by 
reason  of  a  dividend  is  paid  back  within  the  same  year.  What  the  court 
held  was  that  the  noninclusion  is  limited  to  that  portion  of  the  premium 
which,  although  entered  on  the  books  as  received,  was  not  actually  received 
within  the  year,  because  the  full  premium  was  by  means  of  the  dividend  either 
reduced  or  otherwise  wiped  out  to  that  extent.  Nor  does  the  government 
contend  that  any  portion  of  a  premium  not  received  within  the  tax  year  shall 
be  included  in  computing  the  year's  gross  income.  On  the  other  hand,  what 
the  company  is  seeking  is  not  to  have  "nonincluded"  a  part  of  the  premiums 
which  were  actually  received  within  the  year  or  which  appear  as  matter  of 
bookkeeping  to  have  been  received  but  actually  were  not.  It  is  seeking  to 
have  the  aggregate  of  premiums  actually  received  within  the  year  reduced 
by  an  amount  which  the  company  paid  out  within  the  year,  and  which  it  paid 
out  mainly  on  account  of  premiums  received  long  before  the  tax  year.  What 
it  seeks  is  not  a  noninclusion  of  amounts  paid  in — but  a  deduction  of  amounts 
paid  out. 

If  the  terms  of  the  noninclusion  clause  (c)  above,  standing  alone,  per- 
mitted of  a  doubt  as  to  its  proper  construction,  the  doubt  would  disappear 
when  it  is  read  in  connection  with  the  deduction  clause  (d)  above.  The 
deduction  there  prescribed  is  of  "the  sums  other  than  dividends  paid  within 
the  year  on  policy  and  annuity  contracts."  This  is  tantamount  to  a  direction 
that  dividends  shall  not  be  deducted.  It  was  argued  that  the  dividends  there 
referred  to  are  "commercial"  dividends  like  those  upon  capital  stock,  and 
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that  those  here  involved  are  dividends  of  a  different  character.  But  the 
dividends  which  the  deduction  clause  says  in  effect  shall  not  be  deducted  are 
the  very  dividends  here  in  question — that  is,  dividends  "on  policy  and  annuity 
contracts."  None  such  may  be  deducted  by  any  insurance  company  except 
as  expressly  provided  for  in  the  act  in  clauses  quoted  above  (a),  (6)  and 
(c) — that  is,  clauses  (a),  (6)  and  (c)  are  in  effect  exceptions  to  the 
general  exclusion  of  dividends  from  the  permissible  deductions  as  prescribed 
in  clause  (d)  above. 

In  support  of  the  company's  contention  that  the  interpolation  of  the 
words  "within  the  year"  is  necessary  in  order  to  support  the  construction 
given  to  the  act  by  the  circuit  court  of  appeals  we  are  asked  to  consider  the 
legislative  history  of  the  revenue  act  of  1918  (enacted  Feb.  24,  1919,  c.  18,  40 
Stat.,  1057)  ;  and  specifically  to  the  fact  that  in  the  bill  as  introduced  in  and 
passed  by  the  house  the  corresponding  section,  233  (a),  contained  the  words 
"within  the  taxable  year,"  and  that  these  words  were  stricken  out  by  the 
conference  committee  (report  No.  1037,  sixty-fifth  congress,  third  session). 
The  legislative  history  of  an  act  may,  where  the  meaning  of  the  words  used 
is  doubtful,  be  resorted  to  as  an  aid  to  construction.  (Caminctti  v.  United 
States,  242  U.  S.,  470,  490.)  But  no  aid  could  possibly  be  derived  from  the 
legislative  history  of  another  act  passed  nearly  six  years  after  the  one  in 
question.  Further  answer  to  the  argument  based  on  the  legislative  history 
of  the  later  act  would  therefore  be  inappropriate. 

We  find  no  error  in  the  judgment  of  the  circuit  court  of  appeals.  It  is 
affirmed. 
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EDITED  BY  H.  A.  FINNEY 

AMERICAN  INSTITUTE  EXAMINATION,  MAY,  1920 
In  regard  to  the  following  attempt  to  present  the  correct  solutions  to  the 
questions  asked  in  the  examination  held  by  the  American  Institute  of 
Accountants  in  May,  1920,  the  reader  is  cautioned  against  accepting  the  solu- 
tions as  official.  They  have  not  been  seen  by  the  examiners,  still  less  en- 
dorsed by  them. 

ACCOUNTING   THEORY   AND   PRACTICE— PART  I    (Continued) 

Question  No.  8: 

In  preparation  of  consolidated  returns  under  the  federal  income-tax  law, 
on  what  basis  would  you  apportion  the  tax  among  the  several  corporations  ? 

Answer  to  Question  No.  8: 

The  law  states:  "In  any  case  in  which  a  tax  is  assessed  upon  the  basis 
of  a  consolidated  return,  the  total  tax  shall  be  computed  in  the  first  instance 
as  a  unit,  and  shall  then  be  assessed  upon  the  respective  affiliated  corporations 
in  such  proportions  as  may  be  agreed  upon  among  them,  or,  in  the  absence 
of  any  such  agreement,  then  on  the  basis  of  the  net  income  properly  assign- 
able to  each." 

As  a  public  accountant  preparing  consolidated  returns,  I  would  have  to 
be  bound  by  the  agreement  of  the  companies  or  by  the  law.  If,  in  making 
an  agreement,  the  related  companies  asked  my  advice,  I  would  point  out 
that  the  net  income  assignable  to  each  company  would  rarely  be  an  equitable 
basis.  The  income  and  excess  profits  taxes  are  not  based  on  net  income  alone 
but  on  the  income  and  the  ratio  of  income  to  invested  capital.  Where  a 
saving  is  effected  by  filing  consolidated  returns,  the  saving  is  caused  by  the 
fact  that  one  company's  invested  capital  is  so  large  in  proportion  to  its 
profits  that  its  tax  liability  does  not  extend  into  the  upper  bracket.  By 
consolidating  the  returns,  this  company  shares  this  advantage  with  its 
related  companies.  But  if  the  tax  is  apportioned  on  the  basis  of  net  income 
it  might  easily  happen  that  the  company  which  furnishes  the  source  of  the 
tax  saving  would  be  apportioned  a  larger  tax  under  the  consolidated  return 
than  it  would  have  been  assessed  under  a  separate  return. 

In  most  cases  the  fairest  apportionment  would  be  on  the  basis  of  the 
taxes  which  would  be  assessed  against  the  related  companies  under  separate 
returns.  Thus  if  company  A  would  have  to  pay  $3,000  under  a  separate 
return  and  company  B  $7,000,  the  tax  under  the  consolidated  return  could  be 
fairly  apportioned  in  the  proportions  of  3/10  and  7/10.  The  separate  re- 
turns establish  the  relative  tax  liability,  and  it  would  seem  fair  to  share 
the  tax  in  this  ratio. 
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ACTUARIAL  QUESTIONS  (OPTIONAL) 
Question  No.  9: 

The  maximum  sum  insured  under  the  soldiers'  insurance  with  the  gov- 
ernment is  payable  $57.50  a  month  for  20  years  certain  after  death  or  dis- 
ability. How  can  the  equivalent  sum  payable  in  cash  be  found?  Give  the 
correct  formula  and  explain  why  12  X  57-5O  X  Aao  differs  from  the  equiva- 
lent cash  sum. 

Given  A»  at  3^  =  14.21 

Answer  to  Question  No.  9: 

The  problem  is  indefinite  as  to  whether  the  first  monthly  payment  is  due 
immediately  after  death  or  disability  or  one  month  thereafter.  This  is 
immaterial,  however,  if  it  is  assumed  that  "the  equivalent  sum  payable  in 
cash"  is  payable  on  the  date  when  the  first  monthly  payment  would  have 
been  made. 

If  the  monthly  payments  were  made  they  would  constitute  an  annuity 
due  of  240  rents  of  $57.50  each,  payable  monthly.  The  formula  12  X 
57-5O  X  AM  is  not  correct  for  two  reasons. 

In  the  first  place,  $14.21,  the  value  of  AM  at  3^2  per  cent,  is  the  present 
value  of  an  ordinary  annuity,  while  the  annuity  in  question  is  an  annuity 
due.  That  is,  $14.21  is  the  present  value  of  an  annuity  the  rents  of  which 
are  payable  at  the  end  of  each  period,  while  in  this  case  the  rents  are  payable 
at  the  beginning  of  each  period,  since  it  is  assumed  that  the  equivalent  cash 
sum  is  payable  on  the  date  when  the  first  monthly  instalment  would  have 
been  due. 

In  the  second  place,  the  formula  12  X  57-5O  X  AM  is  based  on  the  as- 
sumption that  twenty  annual  payments  are  to  be  made,  each  of  which  is 
12  X  57-5O,  or  $690.  The  facts  are  that  240  monthly  payments  of  $57.50 
each  are  to  be  made.  The  annual  rate  is  therefore  only  nominal.  The 
effective  rate  is  3^2  per  cent  divided  by  12,  or  7/24  per  cent. 

Therefore,  instead  of  using  A^  at  3l/2  per  cent,  or  14.21,  it  will  be 
necessary  to  use  the  present  value  of  an  annuity  due  of  240  rents  at  7/24 
per  cent.  The  present  value  of  an  annuity  due  of  240  rents  is  computed  by 
finding  the  present  value  of  an  ordinary  annuity  of  239  rents  and  adding  i 
rent.  This  could  be  represented  by  A238  +  i,  the  rate  being  7/24  per  cent. 
The  formula  would  be  57.50  X  A238  +  I. 

Question  No.  10: 

The  4^  per  cent  Victory  notes  mature  at  par  on  May  20,  1923.     If  a 

purchaser  buys  at  $96.20  on  May  20,  1920,  calculate  the  approximate  yield 
per  cent. 

Given :             2$4%  3% 

A6  =  5-4264  5.4172 

V=    .8498  .8375 

Answer  to  Question  No.  10: 

The  approximate  rate  can  be  computed  by  determining  what  the  price 
would  have  been  if  the  bond  had  been  purchased  at  an  effective  rate  of 
2^4,%  per  period  of  six  months;  also  what  the  price  would  have  been  on  a 
basis  of  3%  per  period.  The  difference  between  these  prices  caused  by  an 
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increase  of  }4%  in  the  rate  will  serve  as  an  approximate  measure  of  the 
excess  of  the  effective  rate  over  2^%  when  the  purchase  was  made  at  $96.20. 

Price  on  basis  of  2^%  per  6  months : 

Effective  rate  on  par 2.75 

Nominal  rate  on  par  2.375 


Difference -375 

Multiply  by  present  value  of  annuity  at  2^% 54624 


Discount 2.0484 


Par loo.oo 

Discount  2.05 


Price  97-95 

Price  on  a  basis  of  3%  per  6  months : 

Effective  rate  on  par 3.00 

Nominal  rate  on  par 2.375 


Difference .625 

Multiply  by  present  value  of  annuity  at  3% 54172 


Discount  3-38575 


Par 100.00 

Discount  v 3.39 


Price 96.61 


At  an  effective  rate  of  2^%,  the  price  would  be 97-95 

At  an  effective  rate  of  3%,  the  price  would  be 96.61 


An  increase  of  1A%  reduces  the  price 1.34 

Price  on  basis  of  2-)4%  per  period, 97-95 

Price  on  unknown  basis 96.20 


Decrease  in  price 1.75 

Now,  if  a  decrease  of  $1.34  in  the  price  is  caused  by  an  increase  of  l/^% 
in  the  rate,  the  decrease  of  $1.75  in  the  price  is  caused  by  an  increase  of 
approximately  1.75/1.34  of  */*%,  or  .3265%. 

Then  2.75%  -f  -3265%  =  3-°76s%,  the  approximate  rate  per  period ;  and 
6.153%  is  the  approximate  rate  per  annum. 

2l6 


Date 

May  20,  1920 

November  20,  1920 2.38 

May  20,  1921 2.37 

November  20,  1921 2.38 

May  20,  1922 2.37 

November  20,  1922 2.38 

May  20,  1923 2.37 
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Schedule  of  Amortization 

Effective     Discount 
Coupon          income      amortised 


.58 
.61 
.62 

•65 
.66 

•69 


Valw 
96.20 
96.78 

97-39 
98.01 
98.66 
99.32 

100.01 


18.06 


3-81 


This  schedule  shows  that  the  3.0765%  rate  is  an  unusually  close  ap- 
proximation. 

Question  No.  n: 

A  company  is  issuing  $100,000  of  4%  2O-year  bonds,  which  it  wishes  to 
pay  at  maturity  by  means  of  a  sinking  fund,  in  which  equal  annual  deposits 
are  to  be  made.  The  board  of  directors  wishes  to  assume  that  this  fund 
will  earn  ^/2%  interest  for  the  first  five  years,  5%  for  the  next  five  years 
and  4%  for  the  last  ten  years.  What  is  the  annual  deposit  required  ? 

Given:  5K%  5%  4% 

S5 5.581  5.526  5416 

Sw 12.875  12,578  12.006 

(1  -f-  i)5 1.307  1.276  1.217 

(1  +  i)10 1.708  1.629  1-480 

Answer  to  Question  No.  n: 

The  problem  states  that  the  directors  wish  to  assume  that  this  fund  will 
earn  Sl/>%  interest  for  the  first  five  years,  5%  for  the  next  five  years  and  4% 
for  the  last  ten  years.  It  is  doubtful  whether  the  examiners  intended  this 
statement  to  be  interpreted  literally.  The  fund  will  not  earn  5*/2%  interest 
during  the  first  five  years  unless  the  first  deposit  is  made  at  the  beginning  of 
the  first  year.  This  is  not  customary,  and  besides  it  would  require  a  re- 
computation  of  various  present  values  stated  in  the  problem,  converting  them 
from  present  values  of  ordinary  annuities  to  present  values  of  annuities  due. 

The  problem  will  be  solved  first  on  the  assumption  that  the  deposits  are 
made  at  the  end  of  each  year,  in  which  case  the  fund  will  earn  5l/2%  in- 
terest during  the  second,  third,  fourth  and  fifth  years,  5%  during  the  next 
five  years,  and  4%  during  the  last  ten  years.  It  will  then  be  solved  on  the 
basis  of  a  literal  interpretation  of  the  statement  of  prospective  interest 
earnings. 

It  is  regrettable  that  the  values  stated  in  the  problem  are  not  carried  to 
six  decimal  places ;  the  three-place  numbers  are  not  exact  enough  to  permit 
proving  the  correctness  of  the  sinking  fund  contribution.  In  the  solutions 
which  follow,  the  first  column  shows  the  results  obtained  by  using  the  three- 
place  values  stated  in  the  problem;  the  second  column  shows  the  results 
obtained  by  using  six-place  values. 
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COMPUTATION   ON  ASSUMPTION  THAT  CONTRIBUTIONS   TO  THE  FUND  ARE  MADE 
AT  THE  END  OF  EACH   YEAR 

First  five  contributions  :  (3-pIace)  (6-place) 

Amount  at  end  of  first  five  years  ..............  5.581  5.581091 

Multiply  by  1.05°  .............................  1.276  1.276281 

Amount  of  first  five  contributions  at  end  of  xoth 

year  ...............................  .  ----  7.121356  7.123040 

Multiply  by  1.04'°  ............................  1.480  1,480244 

Amount  of  first  five  contributions  at  end  of  2Oth 

year    ...................................  10.530607  10.543837 

Next  five  contributions  : 

Amount  at  end  of  loth  year  ..................  5.526  5.525631 

Multiply  by  I.O410  ............................  1.480  1.480214 

Amount  of  second  five  contributions  at  end  of 

2Oth  year  ...............................  8.17848  8.179282 

Next  ten  contributions  : 

Amount  at  end  of  2Oth  year  ..................  12.006  12.006107 

Summary  : 

First  five  contributions  amount  to  .............  10.539607  10.543837 

Next  five  contributions  amount  to  .............  8.17848  8.179282 

Next  ten  contributions  amount  to  .............  12.006  12.006107 

Total  ...................................  30.724087  30.729226 

Sinking  fund  contributions: 

100,000  -T-  30.724087  =    .....................  $3,254.78 

100,000  -^  30.729226  =    .....................  $3,254.23 

The  following  schedule  of  accumulation  is  prepared  by  way  of  proof, 
although  the  applicant  is  not  required  and  would  probably  not  have  time  to 
prepare  it  in  the  examination  : 

Accumulation  of  Fund 

First  year,  contribution  .........................  $3.254.78  $3.254-23 

Second  year,  interest  at  $l/2%  ....................  179.01  178.98 

Contribution   ...............................  3,254-78  3,254.23 

Total  ..................................  $6,688.57  $6,687.44 

Third  year,  interest  at  $%%  .....................  367.87  367-8i 

Contribution  .                   ....................  3,254-78  3,254.23 


Total  $10,311.22 
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Fourth  year,  interest  at  Sl/2%  

567  12 

'!,-  02 

Contribution  

1  254  78 

1  1f.A  21 

Jr*54-*J 

Total  

$14  111  12 

Jj|  A    1  tft  71 

Fifth  year,  interest  at  S*A%  

777.12 

777  IO 

Contribution  

1  254  78 

1  2Cj<  21 

Total  

$l8  165  22 

$18  162  ic 

Sixth  year,  interest  at  5%  

90826 

008  IT 

Contribution  

1.254  78 

1  2C4  21 

Total    

$22  328.26 

$22  724.4O 

Seventh  year,  interest  at  5%  

I  11641 

I  1  1  6  22 

Contribution  

7,254.78 

1.254.21 

Total  

$26,600.4"; 

$26.604.04 

Eighth  year,  interest  at  5%  

I.  1  14  07 

I.114.7C 

Contribution  , 

1.2  54.78 

1  254  21 

Total  , 

$^1.280.20 

$1I.28l.Q2 

Ninth  year,  interest  at  5%  

1,56446 

1,564.20 

Contribution  

1  254  78 

1.254.21 

Total  

$16  10844 

$l6.IO2  15 

Tenth  year,  interest  at  5%  

I  8O5.42 

1,805  12 

Contribution  -  

1,254.78 

1.254.21 

Total  

....           $41  16864 

$4I.l6l.7O 

Eleventh  year,  interest  at  4%  

1.646  75 

I   646.47 

Contribution  

1.254.78 

1  2^4  21 

Total  

$46.070  17 

$46  o6j.jo 

Twelfth  year,  interest  at  4%  

1,842.81 

1,842.50 

Contribution  

1.254.78 

3,254.23 

Total    

$5l,l6776 

$51.150.11 

Thirteenth  year,  interest  at  4%  

2,046.71 

2,046.37 

Contribution  

3,254  78 

3,254.23 

Total  .  .  .  .'  

$56.460.25 

$56-450.73 

Fourteenth  year,  interest  at  4%  

2,258.77 

2,258.30 

Contribution   

1,254.78 

1.254.21 

Total  .. 

$61.082.80 

$61.072.15 

219 


The   Journal    of   Accountancy 

Fifteenth  year,  interest  at  4% 2,479.31  2,478.89 

Contribution 3,254-78  3,254-23 

Total $67,716.89  $67,705.47 

Sixteenth  year,  interest  at  4% 2,708.68  2,708.22 

Contribution   » 3,254-78  3,254-23 

Total $73,680.35  $73,667.92 

Seventeenth  year,  interest  at  4% 2,947.21  2,946.72 

Contribution  3,254-78  3,254-23 

Total $79,882.34  $79,868.87 

Eighteenth  year,  interest  at  4% 3,195-29  3,194-75 

Contribution  3,254.78  3,254.23 

Total $86,332.41  $86,317.85 

Nineteenth  year,  interest  at  4% 3,453-30  3,452-71 

Contribution  3,254-78  3,254.23 

Total    $93,040.49  $93,024.79 

Twentieth  year,  interest  at  4% 3,721.62  3,720.99 

Contribution   3,254-78  3,254-23 

$100,016.89  $100,000.01 

COMPUTATION     ON     ASSUMPTION     THAT     CONTRIBUTIONS     ARE     MADE     AT     THE 
BEGINNING   OF   EACH    YEAR 

First  five  contributions :                                                   (3-place)  (6-place) 
Amount  of  ordinary  annuity  of  I  for  5  periods 

at  sl/t%  5.58i  5-581091 

Multiply    by 1.055  I-O55 

Amount   of   annuity   due   of   i    for   5   periods 

at  5^%  5-887955  5-888051 

Multiply  by  1.05" 1.276  1.276281 

Amount  of   first  five  contributions  at  end  of 

loth  year 7.513030  7.514808 

Multiply  by  1.04" 1.48  1.480244 

Amount  of  first  five  contributions  at  end  of  2Oth 

year    11.119284  11.123750 
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Next  five  contributions : 

Amount  of  ordinary  annuity  of  I  for  5  periods 

at   5% 5.526  5.525631 

Multiply  by   1.05  1.05 

Amount  of  annuity  due  of  i  for  5  periods  at  5%        5.8023  5.801913 

Multiply  by  I.O410 1.48  1.588247 

Amount  of  second  five  contributions  at  end  of 

20th  year 8.587404        8.588247 

Next  ten  contributions : 

Amount  of  ordinary  annuity  of  I  for  10  periods 

at  4% 12.006  12.006107 

Multiply  by 1.04  1.04 

Amount  of  annuity  due  of   I    for   10  periods 

at  4% 12.48624        12.486351 

Summary : 

First  five  contributions  amount  to 11.119284  11.123750 

Next  five  contributions  amount  to. 8.587404  8.588247 

Next  ten  contributions  amount  to 12.48624  12.486351 

Total    32.192928      32.198348 

Sinking  fund  contribution : 

lOO.OOO  -^-    32.192928  = $3,106.27  

100.000  H-  32.198348  = $3,10575 


First  year  contribution $3,106.27 

Interest  at   5^ 170.84 

Second  year  contribution  3,106.27 


Total  at  interest  second  year $6,383.38 

Interest  at  5^2% 351.09 

Third  year  contribution 3,106.27 


Total  at  interest  third  year $3,106.27 

Interest  at  5^2% 541.24 

Fourth  year  contribution 3,106.27 


Total  at  interest  fourth  year $13,488.25 

Interest  at  5^% 741-85 

Fifth  year  contribution 3,106.27 


$3,105.75 
170.82 

3,105-75 

$6,382.32 

351.03 

3,105-75 

$3,105.75 

541.15 

3,105-75 

$13,486.00 

74L73 

3,105.75 


Total  at  interest  fifth  year $17,336.37        $17,333-48 
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Interest  at  5^% 953.50  953.34 

Sixth  year  contribution 3,106.27  3,105.75 

Total  at  interest  sixth  year $21,396.14  $21,392.57 

Interest  at  5% 1,069.81  1,069.63 

Seventh  year  contribution 3,106.27  3,105.75 

Total  at  interest  seventh  year $25,572.22  $25,567.95 

Interest  at  5% 1,278.61  1,278.40 

Eighth  year  contribution 3,106.27  3,105.75 

Total  at  interest  eighth  year $29,957.10  $29,952.10 

Interest  at  5% 1,497-86  i,497-6i 

Ninth  year  contribution. 3JO6.27  3,105.75 

Total  at  interest  ninth  year $34,561.23  $34,55546 

Interest  at  5% 1,728.06  1,727.77 

Tenth  year  contribution 3,106.27  3,105.75 



Total  at  interest  tenth  year $39,395-56  $39,388.98 

Interest  at  5% 1,969.78  1,96945 

Eleventh  year  contribution 3,106.27  3,105.75 

Total  at  interest  eleventh  year $44,471.61  $44,464.18 

Interest  at  4% 1,778.86  1,778-57 

Twelfth  year  contribution 3,106.27  3,105.75 

Total  at  interest  twelfth  year $49,356.74  $49,348.50 

Interest  at  4% 1,974-27  1,973-94 

Thirteenth  year  contribution 3,106.27  3,IO5-75 

Total  at  interest  thirteenth  year $54437.28  $54,428.19 

Interest  at  4% 2,17749  2,177.13 

Fourteenth  year  contribution 3,106.27  3,105.75 

Total  at  interest  fourteenth  year $59,721.04  $59,711.07 

Interest  at  4% 2,388.84  2,388.44 

Fifteenth  year  contribution 3,106.27  3,105.75 

Total  at  interest  fifteenth  year $65.216.15  $65,205.26 

Interest  at  4% 2,608.65  2,608.21 

Sixteenth  year  contribution 3,106.27  3,105.75 

Total  at  interest  sixteenth  year $70,931.07  $70,919.22 

Interest  at  4% <  2,837.24  2,836.77 

Seventeenth  year  contribution 3,106.27  3,105.75 

Total  at  interest  seventeenth  year $76,874.58  $76,861.74 
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Interest  at  4% 3,074.98 

Eighteenth  year  contribution 3,106.27 


Total  at  interest  eighteenth  year $83,055.83 

Interest  at  4% 3,322.23 

Nineteenth  year  contribution 3,106.27 


Total  at  interest  nineteenth  year 89,484.33 

Interest  at  4% 3,579-37 

Twentieth  year  contribution 3,106.27 


Total  at  interest  twentieth  year $96,169.97 

Interest  at  4% 3,846.80 


3,074-47 
3,105-75 

$83,041.06 
3,321.68 
3,105.75 

$89,469.39 
3,578.78 
3,105.75 

$96.153.92 
3,846.15 


Total  $100,016.77      $100,000.08 

EXAMINATION   IN   ACCOUNTING   THEORY   AND   PRACTICE. 

PART  II 
Answer  questions  i,  2,  3  and  any  three  other  questions. 

Question  No.  i: 

From  the  following  trial  balance  of  the  Sampson  Company,  December 
31,  1919,  after  closing,  prepare  a  statement  of  financial  condition,  such  as 
might  be  presented  to  bankers : 


'Debits 

Credits 

Prepaid  insurance  $ 

1,850.00 

Reserve    for    customers' 

Plant  property  

350,000.00 

discounts  $ 

13,500.00 

Notes  receivable  

16,500.00 

Notes  payable  

35,000.00 

Finished  goods  

47,800.00 

Surplus  —  capital  

240,000.00 

Patents,  trade-marks  and 

Profit  and  loss  

243,650.00 

goodwill  

500,000.00 

Reserve  for  credit  losses. 

15,000.00 

Prepaid  interest  

525-00 

Accounts  payable  

62,000.00 

Goods  in  process  

53,750.00 

Reserve  for  depreciation 

Cash  

52,425.00 

of  plant  property  

85,000.00 

Advances  to  salesmen..  .  . 

750.00 

Salaries  and  wages  pay- 

Materials and  supplies.  . 

25,500.00 

able  

2,350.00 

Treasury  preferred  stock 

5,000.00 

Preferred  stock*  

100,000.00 

Customers  

145,900.00 

Common  stockf  

400,000.00 

Dividends  payable  

2,000.00 

Accrued  taxes  payable..  . 

1,500.00 

Total  debits $1,200,000.00 


Total  credits $1,200,000.00 


*  1,000  shares,  par  value  $100  each,  preferred  as  to  assets  and  dividends. 

t  80,000  shares  of  no  par  value,  issued  at  a  stated  value  of  at  least  $5.00  a  share. 

Answer  to  Question  No.  i: 

The  following  balance-sheet  is  patterned  after  the  form  recommended  in 
the  bulletin  of  the  federal  reserve  board,  Approved  Methods  for  the  Prepara- 
tion of  Balance-sheet  Statements: 
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THE  SAMPSON  COMPANY 
Balance-sheet,  December  31,  1919 

Assets 
Current  assets: 

Cash  $52,425.00 

Notes  and  accounts  receivable  : 

Notes  receivable $16,500.00 

Customers  $145,900.00 

Total $162,400.00 

Less    reserve   for   credit 

losses    $15,000.00 

Reserve    for    customers' 

discounts    13,500.00      28,500.00    133,900.00 

Inventories : 

Materials  and  supplies. .  $25,500.00 

Goods  in  process 53,75o.oo 

Finished   goods 47,800.00    127,050.00 

Total  quick  assets $3i3,375.oo 

Advances  to  salesmen 750.oo 

Total   current  assets $314,125.00 

Fixed  assets: 

Plant  property $350,000.00 

Less  reserve  for  depreci- 
ation    85,000.00    265,000.00 

Deferred  charges: 

Prepaid  insurance $1,850.00 

Prepaid  interest 525.00        2,375.00 

Total  assets  $581,500.00 

Liabilities 
Current  liabilities: 

Notes  payable $35,000.00 

Accounts  payable 62,000.00 

Salaries  and  wages  payable  2,350.00 

Accrued  taxes  payable....  1,500.00 

Dividends    payable 2,000.00 


Total  current  liabilities... 


$102,850.00 
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Net  worth: 

Preferred  stock $100,000.00 

Less    treasury    stock    pre- 


ferred   

Common  stock,  no  par 
value,  80,000  shares 

Surplus — capital  (probably 
excess  of  selling  price  of 
common  stock  over  $5.00 
per  share) 

Surplus — profit  and  loss... 

Less  patents,  trade-marks 
and  goodwill 


5,000.00    $95,000.00 


400,000.00 


240,000.00 
243,650.00 


Total 


978,650.00 
500,000.00    478,650.00 


$581,500.00 


The  bank  is  not  interested  in  the  preference  rights  of  the  preferred  stock- 
holders, as  the  bank's  rights  on  a  loan  would  be  prior  to  the  rights  of  pre- 
ferred stockholders. 

Question  No.  2: 

The  A.  B.  C.  university  presents  a  balance-sheet  at  December  31,  1919, 
drawn  up  as  follows: 

Assets 
General  fund : 

Cash — general  fund $  4,395.63 

Unpaid  tuitions   2,348.42 

Accrued  interest  receivable 5,764.08 

Unexpired  insurance  1,587.96 

Furniture  and  equipment 59,853-i8 

Total  general  fund  assets. . .  $73,949.28 

Endowment  funds : 

Bonds  and  mortgages $336,750.00 

Stocks  and  bonds 75,312.62 

Real  estate  investments 163,149.30 

Real  estate — university  property.  135,641.68 

Cash — endowment  funds  : 

In  banks $10,800.91 

Due  from  general  fund 14,358.32          25,159,23 

Total  endowment  fund  assets.  736,012.83 

Total   assets $809,962.1 1 
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Liabilities 

Notes  payable $  10,000.00 

Accounts  payable  8,724.59 

Due  to  endowment  funds 14,358.32 


Total  liabilities  $  33,082.91 

Endowment  funds 736,012.83 

General  fund  40,866.37 


$809,962.11 

You  are  asked  to  make  an  audit  of  the  books,  in  the  course  of  which  you 
discover  the  following  facts : 

(a)  The  endowment  funds  are  restricted  as  to  the  use  of  the  income 
therefrom  for  general  purposes  of  the  university. 

(b)  The  item  "real  estate — university  property''  represents  amount  paid 
in  acquiring  title  to  property  upon  which  university  buildings  stand,  which 
was  originally  leased  by  the  university.     These  payments  were  made  from 
the  proceeds  of  sale  of  endowment  fund  investments.     On  December  29, 
1919,  the  property  upon  which  university  buildings  stand  was  sold  and  title 
passed   for  a  consideration  of  $500,000.00,  the  cheque    for  which  was  not 
deposited  until  January  5,  1920. 

(c)  Cash  shown  as  due  from  general  fund  represents  endowment  fund 
cash   advanced  to  pay  off   obligations  incurred  as  a   result  of   university 
operations. 

You  are  asked  to  criticize  the  balance-sheet  as  submitted,  prepare  neces- 
sary journal  entries  to  set  up  the  sale  of  real  estate  and  prepare  corrected 
balance-sheet  of  December  31,  1919. 

Answer  to  Question  No.  2: 

The  "real  estate,  university  property,"  carried  at  $135,641.68,  has  been 
sold  for  $500,000.00,  realizing  a  profit  of  $364,358.32.  The  question  arises 
whether  this  gain  belongs  to  income  or  to  the  principal  of  the  endowment 
fund.  On  page  106  of  Loring's  A  Trustee's  Handbook,  this  statement  is 
made :  "The  general  rule  is  that  any  gain  other  than  the  usual  yearly  income 
and  any  loss  other  than  the  usual  yearly  charges  fall  to  the  principal  of  the 
fund."  This  being  the  case,  the  entry  for  the  sale  of  this  real  estate 
would  be : 

Cash — endowment   funds $500,000.00 

Real  estate — university  property $135,641.68 

Endowment  funds  364,358.32 

To  record  sale  of  real  estate,  profit  being  added  to  principal  of  fund. 

The  balance-sheet  as  submitted  is  subject  to  the  following  criticism : 

The  total  current  assets  and  current  liabilities  of  the  general  fund  are 
not  shown,  and  this  is  important,  as  the  current  assets,  including  the  accrued 
interest,  total  only  $14,006.10,  against  which  there  are  current  liabilities  to 
outsiders  totaling  $18,724.59,  in  addition  to  the  amount  due  to  the  endow- 
ment fund  for  advances. 

The  $14,358.32  due  from  general  fund  to  endowment  funds  should  not 
be  shown  as  cash. 

It  is  preferable  to  prepare  the  balance-sheet  in  two  sections,  as  the  en- 
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dowinents  are  a  trust  which  should  be  shown  clearly  as  distinct  from  the 
general  university  funds. 

As  funds  are  assets,  the  appearance  of  fund  accounts  on  the  liability  side 
of  the  balance-sheet  is  a  violation  of  strict  accounting  terminology,  but  it  is 
perhaps  justified  by  custom  in  municipal  and  institutional  accounts. 

THE  ABC  UNIVERSITY 
General  Fund  Balance-sheet,  December  31,  1919 


Assets 
(.  urrent  assets: 

Cash $4,395.63 

Unpaid  tuitions.  2,348.43 
Accrued  int.  re- 
ceived     5,764,08 

Unexpired  ins..  1,587.96 


Fixed  assets: 
Furniture    and 
equipment  .. . 


Liabilities 
Current  liabilities: 
Notes  payable.. $10,000.00 
Acc'ts  payable..     8,724.59 
Total     outside 
liabilities  .... 
14,096.10    Due  to  endow- 
ment  funds. . 

Total  liabilities 
General  fund: 
Excess  of  assets 
59,853.18        over  liabil'es.. 


$18,724.59 
14,358.32 


$33,082.91 


40,866.37 


$73,949.28 


$73,049.28 


Endowment   Funds  Balance-Sheet,  December  31,  1919 


Assets 

Bonds  &  mort- 
gages.    $   336,750.00 

Stocks  &  bonds  75,312.62 

Real  estate  in- 
vestments . . .  163,149.30 

Cash : 

In  banks $10,800,91 

On  hand. . .  .500,000.00     510,800.91 


Liabilities 
Endow't  funds.  $1,100,371.15 


Due  from  gen- 
eral fund  for 
advances  . 


14,358.32 
$1,100,371.15 


$1,100,371.15 


Question  No.  3: 

The  ABC  company  agreed  to  pay  its  general  manager  a  bonus  of  10% 
of  its  net  profits  for  the  year  1919,  after  deducting  federal  income  and 
profits  taxes,  the  bonus  being  a  deductible  expense  in  determining  net 
taxable  income.  After  the  books  had  been  audited  it  was  found  that  the 
net  profits  before  deducting  federal  income  and  profits  taxes,  and  before 
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deducting  bonus,  amounted  to  $470,000,  and  that  the  invested  capital  for 
federal  tax  purposes  for  the  year  1919  was  $840,000.00.  Calculate  the  amount 
of  the  bonus  and  federal  income  and  profits  taxes,  proving  your  answer  by 
showing  that  the  bonus  amounts  to  exactly  10%  of  the  profits  after  de- 
ducting federal  income  and  profits  taxes.  The  entire  bonus  comes  out  of 
the  40%  bracket. 

Tax  information : 

Excess  profits  taxes  exemption : 

$3,000  and  8%  of  the  invested  capital. 
Income-tax  exemption : 

$2,000  and  amount  of  excess  profits  taxes. 

Rates : 

Excess  profits  taxes : 

20%  of  the  net  profits  in  excess  of  the  exemption  and  not  in  excess 

of  20%  of  the  invested  capital. 
40%  of  the  balance  of  profits. 

Income  tax : 

10%  of  profit  less  exemption. 
Tax  before  bonus,  $173,124. 

Answer  to  Question  No.  3: 

In  order  to  determine  what  effect  the  bonus  has  on  the  tax  it  is  advisable 
to  compute  the  tax,  step  by  step,  on  the  assumption  that  there  is  no  bonus. 

Then,  by  expressing  the  bonus  as  x,  the  tax  can  be  recomputed,  showing  in 
terms  of  x  the  effect  of  the  bonus  on  each  element  of  the  tax.  (See  page  22oJ. 
The  problem  states  clearly  that  the  bonus  is  a  deductible  expense  in  de- 
termining the  taxable  income;  it  is  also  clear  that  the  tax  is  to  be  deducted 
from  $470,000  in  determining  the  basis  of  the  bonus.  It  is  not  so  certain 
whether  the  bonus  is  itself  to  be  considered  an  expense  in  arriving  at  the 
basis  of  the  bonus.  The  bonus  "amounts  to  exactly  10%  of  the  profits  after 
deducting  federal  income  and  profits  taxes."  Deducted  from  what  ?  We  have 
put  this  question  to  six  public  accountants.  Three  of  them  think  the  problem 
means  the  taxes  are  to  be  deducted  from  $470,000,  the  remainder  being  the 
basis  of  the  10%  bonus.  If  this  interpretation  is  the  correct  one,  and  we 
believe  it  is,  the  bonus  is  not  an  expense  in  arriving  at  the  basis  of  the  bonus. 
The  other  three  think  that  the  bonus  is  10%  of  the  profits  after  deducting 
the  taxes  from  the  net  taxable  income.  If  this  is  correct,  both  the  bonus  and 
the  tax  should  be  deducted  from  the  $470,000  in  determining  the  basis  of  the 
bonus.  The  problem  will  be  solved  on  both  assumptions. 

Solution  on  Assumption  that  Bonus  =  10%  of  ($470,000  —  tax) 
Since  the  true  tax  is  $173,124  —  46x, 
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$470,000  —  ($173,124  —  .46x) 


the  bonus,  x  = 


10 


rox  =  $470,000  —  ($173,124  —  -46x) 

rox  =  $470,000  —  $173,124  +  .46x 
9.54X  =  $470,000  —  $173,124 
9.54X  =  $296,876 

x  =  $31,119.08,  the  bonus. 

Profit    before    deducting    bonus 

and  tax $470,000.00 

Deduct  bonus 31,119.08 

Net  taxable  income $438,880.92 

Computation  of  tax : 

First  bracket  (as  above) $19,560.00 

Second  bracket : 

Net  profit 438,880.92 

Deduct  20%  of  840,000 168,600.00 

40%  of $270,880.92        108,352.37 

Total  excess  profits  taxes $127,912.37 

Income  tax  :  net  profit $438,880.92 

Deduct  exemptions: 

Specific $    2,000.00 

Excess  profits  taxes 127,912.37        129,912.37 

10%  of $308,968.55          30,896.86 

Total  taxes $158,809.23 

Proof: 

Profit  before  deducting  taxes  and 

bonus $470,000.00 

Deduct  taxes 158,809.23 

Basis  of  bonus $311,190.77 

Bonus,  IQ%  thereof  (as  above)  . .  $31,119.08 


Solution  on  Assumption  that  Bonus  =  10%  of  ($470,000  —  Bonus  —  Tax ) 
Since  the  bonus  is  represented  by  x,  and  since  the  taxes  are  $173,124  — 
.46x, 

$470,000  —  x  —  ($173,124  — 
the  bonus  x  = 

10 
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IQX  =  $470,000  —  x  —  ($173,124  —  .46x) 

i  ix  =  $470,000  —  ($173,124  —  46x) 

I  ix  =  $470,000  —  $173,124  +  46x 
IO.S4X  =  $470,000  —  $173,124 
io.54x  =  $296,876 
x  =  $28,166.60. 

Profit    before    deducting    bonus 

and  tax $470,000.00 

Deduct  bonus 28,166.60 

Net  taxable  income $441,83340 

Computation  of  tax : 

First  bracket  (as  above) $  19,560.00 

Second  bracket : 

Net  profit 441,833.40 

Deduct  20%  of  840,000 168,000.00 

40%  of $273,83340        109,533.36 

Total  excess  profits  taxes $129,093.36 

Income  tax : 

Net  profit  $441,833.40 

Deduct  exemptions : 

Specific $    2,000.00 

Excess  profits  taxes 129,093.36        131,093.36 

10%  of $310,740.04          31,074.00 

Total  taxes $160,167.36 

Proof : 

Profit    before    deducting    taxes 

and  bonus  $470,000.00 

Deduct  bonus  28,166.60 

Net  taxable  income $441,83340 

Deduct  taxes 160,167.36 

Basis  of  bonus $281,666.04 

Bonus,  10%  thereof  (as  above)  . .  $28,166.60 

The  following  solution  has  been  submitted  by  J.  H.  Heliums,  of  Seattle, 
Washington : 

Method  of  calculating  federal  taxes  and  bonus  in  cases  where  bonus  is 
based  on  net  profits  after  deducting  federal  taxes. 
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Given:  A  corporation  with  an  invested  capital  of  $840,000.00  makes  a 
profit  of  $470,000.00  before  calculating  taxes  and  has  an  agreement  with  its 
manager  to  pay  him  10%  bonus  on  net  profits  after  paying  taxes.  In  this 
case  the  entire  bonus  comes  out  of  the  40%  bracket.  Taxes  before  applying 
bonus  amount  to  $173,124.00. 

The  change  in  taxes  as  result  of  allowing  bonus  would  be  as  follows  : 

Decrease  in  excess  profits  tax 40%  of  bonus 

Decrease  in  normal  tax 10%   "        " 

Total  decrease 50%   "        " 

Increase  in  normal  tax  as  result  of  decreased 
credit  account  less  excess  profits  paid,  10% 
of  40%,  or 4%  " 


Net  decrease  in  tax 46%   " 

As  resnlt  of  decrease  in  taxes  there  is  more  profit  in  which  the  manager 
would  participate  to  extent  of  10%,  or  4.6%  of  the  bonus. 

Calculation  of  Bonus 

Profits  before  taxes $470,000.00 

Taxes — before  applying  bonus 173,124.00 


Balance $296,876.00 


10%  bonus  on  above $  29,687.60 

4.6%  of  $29,687.60  = 1,365.63 

4.6%  of      1,365.63= 62.82 

4.6%  of           62.82= 2.89 

4.6%  of            2.89= .13 


Total  bonus $31,119.07 


CALCULATION  OF  TAX 

Profits  $470,000.00  less  $31,119.07  =  $438,880.93 

20%  Bracket 

20%  of  invested  capital $168,000.00 

Excess  profits  credit  8%  of  invested 

capital  plus  $3,000 70,200.00 

20%  tax  on  balance $07,800.00  $  19,560.00 

232 


Profit    

20%  on  invested  capital 

Balance  taxable  at  40% 

Total  excess  profits  taxes 

Normal  Tax 

Profit  

Credits : 
Excess  profits  taxes  plus  $2,000.00. 

Balance  taxable  at  10% 

Total  tax 

Proof 

Profit  before  tax  and  bonus 

Taxes  

Balance   

10%  bonus  to  manager 


$438,880.93 
168,000.00 

$270,880.93        108,352.37 


$127,912.37 

438,880.93 
129,912.37 
$308,968.56    30,896.86 


$158,809.23 


$470,000.00 
$158,809.23 

$311,190.77 
31,119.07 


In  case  the  bonus  came  out  of  the  20%  bracket  the  decrease  in  taxes  would 
be  28%  and  the  additional  bonus  to  manager  would  be  10%  of  that  amount, 
or  2.8%  of  the  bonus. 

When  the  bonus  comes  out  of  the  40%  bracket  the  amount  of  bonus  before 
figuring  taxes  plus  4.8217813%  of  itself  will  give  the  final  bonus.  If  it  comes 
out  of  20%  bracket  use  2,880656%. 

In  case  part  of  the  bonus  comes  out  of  the  40%  bracket  and  the  balance 
out  of  20%  bracket,  the  calculation  would  be  as  follows : 

A  corporation  with  an  invested  capital  of  $100,000.00  makes  a  profit  of 
$21,000.00,  and  has  agreed  to  pay  its  manager  10%  of  net  profits  after  calcu- 
lating tax.  The  tax,  before  deducting  bonus,  would  be  $3,880.00. 

CALCULATION  OF  BONUS 

Profit  before  bonus  and  taxes $21,000.00 

Tax  before  deducting  bonus 3,880.00 


Balance   $17,120.00 

10%  bonus  on  above 1,712.00 

Before  deducting  bonus  there  was  a  profit  of  $1,000.00  in  the  40%  bracket, 
but  after  deducting  bonus  the  entire  tax  would  fall  in  the  20%  bracket.    The 
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reduction  in  taxes  as  result  of  allowing  the  tentative  bonus  of  $1,712.00 
would  be  as  follows : 

46%  of  $1,000.00  in  40%  bracket $  460.00 

28%  of  $712.00  in  20%  bracket 199.36 


Total  saving  in  taxes  on  first  calculation  of  bonus. . .  $   659.36 

Manager  gets  10%  of  this  amount 65.94 

2.8%  of  $65.94 1.85 

2.8%  of  $1.85 .05 


Total  additional  bonus $     67.84 

Tentative  bonus 1,712.00 


Total  bonus $1,779.84 

The  proof  works  out  as  illustrated  in  the  first  example. 

MASSACHUSETTS  C.  P.  A.  EXAMINATION 
Editor,  Students'  Department: 

SIR: — Can  you  inform  me  as  to  qualifications  requisite  to  taking  C.  P.  A. 
examination  in  Massachusetts  ?  Also  when  and  where  held  ? 

Yours  truly, 

C.  F.  J. 

Information  in  regard  to  the  Massachusetts  C.  P.  A.  examinations  may 
be  obtained  from  the  secretary  of  the  Massachusetts  state  board  of  ac- 
countancy, Daniel  B.  Lewis,  45  Milk  street,  Boston,  Massachusetts. 
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LANGUAGE  FOR  MEN  OF  AFFAIRS:  VOL.  I,  TALKING  BUSI- 
NESS, by  JOHN  MANTLE  CLAPP;  VOL.  II,  BUSINESS  WRITING, 
by  JAMES  MELVIN  LEE.  The  Ronald  Press  Company,  New  York. 

Quoting  from  the  introductory  chapter,  vol.  I,  p.  xi : 

The  purpose  of  the  volumes  of  this  set  is  to  treat  the  general  subject  of 
language  with  reference  to  the  needs  and  wishes  of  the  business  man.  The 
subject  falls  naturally  into  two  divisions  : 

1.  Elementary  phases  of  language,  those  which  come  into  most  constant 
use,  either  alone  or  combined  in  the  more  elaborate  forms. 

2.  Specialized  phases  of  language  which  are  particularly  featured  in 
business;  such  as  business  correspondence,  report  writing,  advertising  copy, 
etc. 

Or  in  other  words  into — 

1.  Talking  business. 

2.  Business  writing. 

This  excerpt  not  only  gives  in  a  nutshell  the  general  aim  of  the  volumes 
but  is  also  a  fairly  good  example  of  the  art  of  converting  literary — we  had 
almost  said  Johnsonian — periods  into  concise  business  diction.  In  short,  the 
set  is  intended  to  teach  the  business  man  how  to  speak  and  write  correct 
English.  In  fact,  it  goes  even  further  and  devotes  considerable  space  to  the 
psychology  of  business  talking  and  writing,  i.  e.,  how  speech  and  writing 
may  be  used  to  sell  goods.  Also  there  are  chapters  devoted  to  public  speak- 
ing by  business  men,  on  writing  reports,  advertising  copy  and  circulars  and 
on  writing  for  the  press.  There  have  been  many  books  written  on  these 
subjects,  but  this  is  the  first  work  we  have  seen  which  aims  to  cover  the 
whole  field  in  a  comprehensive  manner,  excluding,  of  course,  the  purely 
literary  field. 

Is  there  any  need  for  such  a  work?  Surely  if  a  man  has  learned  to  speak 
and  write  English  clearly  and  grammatically  at  school  and  college,  it  is 
enough.  Thereafter  the  development  of  facility  and  ease  in  expressing 
himself  depends  entirely  on  his  chosen  career.  As  a  writer  he  will  naturally 
acquire  a  larger  vocabulary  of  a  literary  type ;  as  a  lawyer,  of  a  precise  and 
argumentative  type ;  as  an  engineer,  of  a  technical,  and  as  a  business  man,  of 
a  commercial  type.  In  any  walk  of  life  the  fundamentals  of  the  language  are 
the  same.  Whether  the  author  is  trying  to  write  a  story  in  a  convincing  and 
entertaining  way,  the  lawyer  to  persuade  a  judge  or  jury  of  the  justice  of  his 
cause,  the  engineer  to  prove  a  theory,  or  the  business  man  to  sell  something- 
all  must  use  the  accepted  grammatical  forms  and  correct  and  appropriate 
words  to  convey  their  ideas  and  accomplish  their  purposes.  In  other  words, 
says  the  doubter,  there  is  no  such  thing  as  a  distinct  language  for  different 
professions  and  occupations.  There  is  a  common  language,  English,  for  all. 
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What  we  for  convenience  carelessly  call  technical  language  is  merely  the 
addition  of  words  peculiar  to  a  given  profession  or  business,  i.  e.,  its 
vocabulary,  but  it  is  not  a  different  language  as  would  be  French,  Greek,  etc. 

This  is  all  quite  true;  but,  after  all,  the  quarrel  is  rather  with  the  title 
of  the  books  than  their  matter.  In  every  field  of  human  life  the  language 
of  daily  intercourse  and  formal  communication  tends  to  settle  into  forms 
which  will  convey  ideas  in  the  quickest  manner.  When  the  judge  says  to  the 
lawyers,  "Submit  your  briefs,"  the  banker  to  the  borrower,  "Give  me  a 
statement,"  the  capitalist  to  the  engineer,  "Let  me  have  a  report,"  they  all 
mean  the  same  thing,  viz.:  "Let  me  know  the  facts."  Even  slang  of  the 
street,  "What's  the  dope  ?"  is  simply  a  form  in  the  making  not  yet  accepted  as 
good  usage.  In  all  these  instances  it  will  be  observed  that  the  language  is 
English  and  correctly  used,  yet  it  is  quite  conceivable  that  the  expression 
used  by  the  judge  might  require  translation  if  addressed  to  the  borrower  or 
engineer. 

Granting  all  this,  says  the  doubter,  why  a  book  on  business  English? 
Mo  such  books,  at  least  none  of  any  moment  if  you  exclude  "Every-man-his- 
own-lawyer"  and  the  like,  seem  to  be  needed  for  the  professions.  The  answer 
to  this  is  two- fold.  First,  it  is  unfortunately  true  that  the  average  business 
man  has  not  had  the  education  in  fundamental  English  that  nearly  all  pro- 
fessional men  are  practically  obliged  to  acquire.  Second,  business  in  the 
larger  sense  of  the  term  covers  a  much  wider  field  than  all  the  professions 
combined,  and  it  is  a  matter  of  life  and  death  to  the  business  man  that  he 
shall  make  himself  understood  by  thousands  where  the  professional  man  is 
concerned  with  hundreds.  By  "understood"  we  mean  not  only  the  ability  to 
make  himself  clear  to  those  within  the  limited  circle  of  his  particular  trade 
with  the  aid  of  its  technical  vocabulary,  but  also  to  convey  pleasing  and 
persuasive  ideas  to  the  general  public — in  short,  to  "sell  them." 

Hence  these  books.  It  should  be  understood,  however,  that  they  are  not 
text-books  in  the  ordinary  sense  though  highly  educational  beyond  all  doubt. 
As  is  well  stated  by  Mr.  Clapp  (vol.  I,  p.  ix)  : 

The  language  of  business  is  a  matter  for  adult  study.  It  has  to  do  with 
adult  conditions  and  relationships.  It  cannot  be  adequately  treated  in  the 
lower  schools.  *  *  * 

It  should  be  added,  besides,  that  the  technique  of  language  cannot  be 
learned  once  for  all  even  by  the  adult. 

It  is  rather  difficult  to  classify  the  books  in  a  phrase,  but  it  is  fairly  safe 
to  say  that  they  combine  a  fascinating  study  of  the  philosophy  and  psychology 
of  the  English  language  as  applied  to  business  purposes  with  a  well  arranged 
guide  to  the  best  usage  and  style  in  business  English  from  the  informal 
selling-talk  of  the  counter  salesman  to  the  public  speech  of  the  industrial 
magnate — from  the  letter  of  casual  information  to  the  highly  technical  and 
involved  corporation  report.  Nor  need  it  afflict  the  stickler  for  "Englyshe 
pure  and  undefyled"  that  advertising  English  seems  to  be  the  grand  climax  of 
both  volumes.  In  these  days  of  "jazz,"  when  even  "jazz"  English  is  be- 
ginning to  appear  in  some  detestable  and  noisy  advertising,  it  is  a  relief  to 
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see  in  the  chapters  on  advertising  copy  that  its  English  need  be  neither  filly 
nor  vulgar. 

Though  there  is  but  slight  and  casual  reference  to  public  accountancy  in 
these  books,  nevertheless  they  will  prove  profitable  reading  to  us  who  are  to 
often  called  upon  to  write  reports.  We  are  indeed  curious  to  know  just  what 
the  author  means  by  his  reference  to  THE  JOURNAL  OF  ACCOUNTANCY 
(p.  178),  but  hope  that  if  we  do  have  "the  defects  of  such  publications"  we 
at  least  have  the  virtues! 

Both  volumes  are  well  indexed,  and  vol.  11  contains  two  appendices  giving 
bibliographies  for  both  volumes — a  valuable  feature  for  those  wishing  to 
study  further  the  subjects  covered. 

W.  H.  L. 


ENGLISH  OF  COMMERCE,  by  JOHN  B.  OPDYCKE.     Charles  ScribntSs 
Sons  Company,  New  York. 

It  seems  curious  that  this  book  which  disclaims  any  pretension  to  teach 
"literary"  English  should  be  sent  by  its  publishers  to  'the  literary  editor"  for 
his  supposedly  expert  opinion  on  it.  Assuming  that  THE  JOURNAL  OF  AC- 
COUNTANCY had  a  literary  editor  in  the  usual  sense  of  that  term,  he  might 
well  dismiss  Mr.  Opdycke's  book  offhand,  with  the  remark  that  a  writer 
who  lists  such  words  as  "lie"  and  "lay,"  "affect"  and  "effect,"  "statue"  and 
"statute,"  as  synonyms  (see  p.  12  et  seq.),  can  hardly  be  accepted  as  an 
authority  on  literary  English — or  business  English  for  that  matter.  We  all 
make  slips  now  and  then,  but  this  is  surely  inexcusable  in  a  book  intended  to 
teach  English. 

The  first  four  chapters  are  devoted  to  the  implied  purpose  of  the  book, 
viz. :  to  teach  high  school  and  commercial  students  how  to  talk  and  write 
business  English.  Properly  handled  by  the  teacher  they  should  furnish  good 
drill-work  for  the  student,  but  whether  or  not  the  matter  therein  is  properly 
arranged  according  to  the  pedagogical  mind  we  must  leave  to  those  versed 
in  that  science.  Assuming  that  it  is  correct  in  form  and  substance,  how- 
ever, one's  instinctive  comment  is,  "Why  the  rest  of  the  book?"  For,  after 
reading  the  remaining  three  hundred  odd  pages,  one  lays  the  book  down 
with  the  feeling  of  having  taken  a  short  course  in  the  psychology  of  adver- 
tising, and  with  more  than  a  suspicion  that  much  real  advertising  has  been 
insidiously  thrust  upon  his  attention.  Three  "reference  chapters"  contain 
much  information  on  abbreviations,  special  terms,  business  forms,  etc.,  which 
should  be  useful  to  the  business  clerk,  but  we  doubt  their  practical  utility 
in  a  high  school  course. 

Summing  up,  we  should  say  if  the  book  is  intended  for  a  high  school  text 
it  is  about  two-thirds  too  long.  As  a  handy  book  of  samples  for  the  adver- 
tisement writer  it  should  be  convenient  and  useful.  The  average  business 
man  will  probably  never  find  the  time  to  read  it  through. 

To  us  the  most  interesting  part  of  the  book  is  the  introduction  written 
by  Frank  A.  Vanderlip.  High  school  teachers,  smarting  under  persistent 
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and  more  or  less  conventional  complaints  by  business  men  that  they  fail  to 
teach  their  pupils  "how  to  write  plain  English,"  will  relish  Mr.  Vanderlip's 
rather  illuminating  remarks  on  p.  xiii : 

"I  should  not,  myself,  put  as  great  emphasis  as  has  the  author  of  this 
book  upon  the  value  of  knowing  words.  *  *  *  I  should  always  put  the 
primary  emphasis  on  the  value  of  clean-cut  ideas.  If  one  thinks  clearly  he 
is  apt  to  write  clearly." 

Again,  on  p.  xiv: 

"What  one  must  have,  if  he  is  going  to  make  a  success  in  a  type  of 
business  where  letter  writing  is  an  essential  part,  is  an  ability  to  think  clearly 
and  to  write  clearly." 

Just  so,  and  Mr.  Vanderlip  is  no  mean  exponent  of  the  ability  and  the  art. 
In  this  particular  instance  he  has  voiced  our  own  suspicion  of  several  years' 
growth  that  what  business  men  really  complain  about  is  not  so  much  poor 
training  in  English  composition  as  lack  of  original  ideas  and  logical  reasoning 
powers  in  high  school  graduates.  Our  own  experience  in  passing  on  hundreds 
of  examination  papers  has  convinced  us  that  inability  to  express  his  ideas 
intelligibly  is  quite  rare  on  the  part  of  the  high  school  graduate,  though  he 
is  sometimes  without  much  of  an  idea  to  express.  Something  can  be  done 
to  develop  latent  powers  of  reasoning  by  a  severe  course  of  logic,  but  this 
belongs  to  the  domain  of  higher  education  in  the  universities.  It  is  obviously 
unfair  to  damn  the  whole  race  of  high  school  teachers  of  English  composi- 
tion because  in  the  press  of  an  over-crowded  curriculum  they  fail  to  turn 
out  boys  and  girls  still  in  the  teens  filled  with  bright  and  original  ideas.  It 
is  enough  if  their  pupils  are  able  to  express  what  ideas  they  have  in  plain 
English.  For  the  rest  heredity  and  environment  have  much  to  do  with  the 
final  results.  W.  H.  L. 


Pennsylvania  Institute  of  Certified  Public  Accountants 
At  the  annual  meeting  of  the  Pennsylvania  Institute  of  Certified  Public 
Accountants,  the  following  officers  and  directors  were  elected :  president, 
William  J.  Wilson ;  vice-president,  Horace  P.  Griffith ;  secretary,  Robert  J. 
Bennett ;  treasurer,  Charles  S.  Rockey ;  members  of  council,  Herbert  G. 
Stockwell,  Joseph  M.  Pugh,  George  Wilkinson,  James  J.  Burns  and  John  R. 
Lynn.  

Oregon  State  Society  of  Certified  Public  Accountants 
At  the  annual  meeting  of  the  Oregon  State  Society  of  Certified  Public 
Accountants,  June  14,  1920,  the  following  officers  were  elected :  president, 
Joseph  Gillingham;  vice-president,  A.  Lester  Andrus;  secretary  and  treas- 
urer, A.  R.  Sawtell ;  directors :  Arthur  Berridge,  T.  A.  Rutherford,  L.  M. 
Kooh  and  W.  J.  Piepenbrink. 


Certified  Accountants'  Association  of  Mississippi 

The  formation  of  the  Certified  Accountants'  Association  of  Mississippi 
is  announced.  The  officers  are  W.  Q.  Sharp,  president ;  R.  G.  Wooten,  vice- 
president  ;  H.  H.  Cleaver,  secretary. 
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Setchell  &  Luther,  Old  Smith  building,  Boston,  Massachusetts,  announce 
the  dissolution  of  partnership  by  mutual  consent.  Morton  E.  Setchell  an- 
nounces that  he  will  continue  practice  under  his  individual  name. 


R.  B.  Benedict,  J.  W.  Quilty  and  E.  W.  Van  Meter  announce  the  forma- 
tion of  a  partnership  for  the  practice  of  accounting,  under  the  firm  name  of 
Benedict,  Quilty  &  Van  Meter,  with  offices  in  Insurance  building,  Oklahoma 
City,  Oklahoma. 


Mitchell,  Castenholz  &  Co.,  announce  the  dissolution  of  partnership.  J.  J. 
Mitchell  retains  the  New  York  office  of  the  firm  at  103  Park  Avenue  and 
announces  the  opening  of  an  office  at  79  West  Monroe  Street,  Chicago,  under 
the  name  of  J.  J.  Mitchell  &  Co.  W.  B.  Castenholz  retains  the  Chicago 
office  of  the  firm  and  will  practise  under  the  name  of  William  Castenholz 
&  Co.,  with  offices  in  Chicago,  New  Orleans,  Kansas  City  and  Tulsa. 


Waldman  &  Schoolman  announce  the  admission  of  Joseph  F.  Loewi 
into  special  partnership,  the  change  of  the  firm  name  to  Waldman,  School- 
man &  Co.,  and  removal  of  offices  to  507  Fifth  avenue,  New  York. 

J.  Edward  Moore  and  Charles  P.  Sawyer  announce  the  formation  of  a 
partnership  under  the  firm  name  of  Moore  &  Sawyer,  with  offices  at  545 
Pleasant  street,  New  Bedford,  Massachusetts. 


Barrow,  Wade,  Guthrie  &  Co.,  New  York,  announce  the  opening  of  a 
branch  office  in  Clarendon  building,  219  Genesee  street,  Utica,  New  York, 
under  the  management  of  Harry  Brick. 


Lovejoy,  Mather,  Hough  &  Stagg,  members  of  the  American  Institute 
of  Accountants,  announce  the  removal  of  their  offices  from  55  Liberty  street 
to  123  Liberty  street.  New  York. 


David  Berdon  announces  the  formation  of  a  partnership  with  Joseph 
Sandier,  under  the  firm  name  of  David  Berdon  &  Co..  with  offices  at  277 
Broadway,  New  York. 


Harvey  S.  Chase  &  Co.  announce  that  Charles  C.  Tuttle,  William  J. 
McAvoy,  Richard  D.  Seamans  and  Arthur  P.  Batchelder  have  been  ad- 
mitted to  the  firm. 


The  Kinney  Audit  &  System  Company,  of  Dallas,  Texas,  announces 
change  of  the  firm  name  to  Kinney  &  Fowler,  with  offices  at  417  Slaughter 
huilding,  Dallas. 


Ward,  Fisher,  Carpenter  &  Philbrick  announce  that  William  H.  Segur. 
Clarence  Watson  Scott  and  Ernest  L.  Goodman  have  become  partners  of 
the  firm. 
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A.  H.  Berger  and  Julius  W.  Baer  announce  the  formation  of  a  partner- 
ship under  the  firm  name  of  Berger  &  Baer,  with  offices  at  277  Broadway. 
New  York. 


McLaren,  Goode  &  Co.  announce  the  removal  of  their  Salt  Lake  City 
offices  to  203-204  Continental  National  Bank  building. 


Stockwell,  Wilson  &  Linvill,  Land  Title  building,  Philadelphia,  announce 
that  John  C.  Parry  has  been  admitted  to  the  firm. 


J.  F.  Stutz  and  F.  H.  Jones  announce  the  formation  of  a  partnership,  with 
offices  in  Jenks  block,  Port  Huron,  Michigan. 


Eli  Moorhouse  &  Co.  announce  the  removal  of  their  offices  to  706  L.  C. 
Smith  building,  Seattle,  Washington. 


Richard   S.   W'yler  &  Co.   announce  the  opening  of  offices  in   Scarritt 
building,  Kansas  City,  Missouri. 


Edward  R.  Burt  &  Co.  announce  the  removal  of  their  New  Orleans  office 
to  807  Maison  Blanche  building. 


Henry  F.  Tully  announces  the  opening  of  an  office  at  614  Penobscot 
building,  Detroit,  Michigan. 


Waud  &  Doherty  announce  the  removal  of  their  office  to  25  West  Forty- 
third  street,  New  York. 


O.    A.   Grundmann  announces   the   removal   of  his   office  to   225    Fifth 
avenue,  New  York. 


Bennett  &  Berck  announce  that  they  have  opened  offices  at  27  William 
street,  New  York. 


Mackay,  Irons  &  Co.  announce  the  removal  of  their  offices  to  29  Broad- 
way, New  York. 


Horwarth  &  Horwarth  announce  the  opening  of  an  office  at  115  Court 
street,  Boston. 


Samuel  Kraft  announces  the  removal  of  his  office  to  1123  Broadway, 
New  York. 


George  Illmensee  announces  the  opening  of  an  office  at  74  Broadway, 
New  York. 
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Report  of  the  President* 

BY  WALDRON  H.  RAND 

We  have  arrived  at  another  year's  close  in  the  life  of  our  insti- 
tute. Another  retrospect  is  in  order.  Another  outlook  into  the 
future  invites  us. 

It  is  the  occasion  for  change  in  officers  and  guiding  minds. 
There  is  a  limitation  of  a  two  years'  term  for  our  president,  and 
our  executive  committee  and  the  standing  committees  at  this 
time  are  subjects  for  reorganization. 

Preferment  in  the  institute  by  election  to  these  offices  is  a 
thing  to  be  highly  esteemed.  They  constitute  positions  of  highest 
honor  in  the  profession.  Membership  in  the  executive  committee 
may  be  compared  to  a  government  cabinet  position — at  least,  as 
we  used  to  consider  the  cabinet  position — where  council  is  taken 
together  before  the  determination  of  action.  Many  responsibili- 
ties are  placed  upon  this  committee  by  the  constitution  and  bylaws. 
Its  duties  include  strict  observance  of  attendance  at  meetings  and 
of  familiarity  with  a  multitude  of  business  matters,  upon  the  right 
settlement  and  prosecution  of  which  the  success  of  our  institute 
largely  depends.  We  cannot  ask  any  better  or  more  faithful  and 
intelligent  service  than  has  been  rendered  by  the  executive  com- 
mittee during  the  administration  now  closing. 

The  reports  of  the  executive  committee,  the  board  of  exam- 
iners, the  treasurer,  the  secretary  and  various  standing  commit- 
tees form,  as  usual,  references  which  every  member  of  the  institute 
should  carefully  read. 

We  are  a  going  concern,  and  we  are  headed  in  the  right  direc- 
tion. During  the  past  year  our  membership  has  been  increased 

*  Presented  at  the  annual  meeting  of  the  American  Institute  of  Accountants,  Wash- 
ington, D.  C.,  September  21,  1920. 
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by  56  members  and  62  associates.  In  addition  to  the  work  incident 
to  this  increased  membership,  including  the  preparation  of  ex- 
amination papers  and  the  conduct  of  oral  examinations,  our 
board  of  examiners  has  examined  the  written  papers  of  1,101 
candidates  for  the  C.  P.  A.  registration.  The  various  states  seem 
to  like  what  they  are  pleased  to  call  a  standard  examination. 
But  we  must  be  careful  to  make  our  standard  reasonable  and  not 
to  place  the  requirement  so  high  as  to  create  a  demand  for  knowl- 
edge superior  to  what  might  be  expected  of  a  candidate  possessing 
but  four  years'  public  practice. 

There  is  one  interesting  thought  involved  among  many  in  this 
examination  of  candidates  for  practice  as  public  accountants. 
As  now  regulated  the  technical  examination  required  is  rather 
easy  for  those  otherwise  eligible  for  admission  to  the  institute, 
while  it  is  rather  difficult  for  candidates  for  registration  as  certi- 
fied public  accountants. 

About  20  per  cent  to  40  per  cent  of  the  latter  group  of  candi- 
dates are  successful  in  passing,  while  there  are  about  70  per  cent 
of  the  former  group  who  succeed. 

A  principal  reason  for  this  is  that  the  problems  in  practical 
accounting  are  mostly  taken  from  the  actual  practice  of  public 
accountants.  And  candidates  who  have  had  the  longer  experience 
as  public  accountants  have  less  difficulty  in  understanding  a  prob- 
lem and  applying  right  principles  to  its  analysis  and  solution. 

While  the  increase  in  cost  has  been  great  during  the  year  just 
closing  compared  with  the  fiscal  year  ended  September,  1919, 
we  are  able  proudly  to  refer  to  an  increase  in  our  financial  net 
worth  and  an  increase  in  our  net  income  for  the  same  period.  The 
committee  on  budget  and  finance  has  prepared  a  budget  for  next 
year  totalling  disbursements  of  about  $47,000. 

Our  review  of  the  past  year  would  be  lacking  an  important 
essential  of  progress  were  we  to  omit  reference  to  THE  JOURNAL 
OF  ACCOUNTANCY,  the  circulation  of  which  has  increased  from 
12,000  in  1919  to  approximately  14,000  paid  subscriptions.  Credit 
for  this  success  is  due  to  several  causes,  prominent  among  which 
has  been  the  capable  editorship  by  our  secretary,  the  wise  super- 
vision of  the  committee  on  publication  and  the  practice  advocated 
by  many  of  our  instructors  in  accounting  of  subscriptions  by 
undergraduates  in  our  schools  of  commerce. 
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We  heartily  commend  the  bulletin,  issued  to  members  by  the 
secretary,  as  a  powerful  agency  for  united  thought  and  effort.  The 
bulletin  is  a  confidential,  monthly  summary  of  news  concerning  the 
activities  of  the  institute  and  other  matters  affecting  the  account- 
ancy profession  at  large.  It  has  steadily  grown  in  favor  since 
its  first  number  was  printed  in  December,  1916.  The  librarian's 
circulars  also  are  to  be  praised,  and  your  attention  is  particularly 
invited  to  Mr.  May's  report  on  administration  of  endowment, 
which  evidences  so  prominently  the  great  and  increasing  benefit  to 
our  members  of  this  wise  provision  for  their  help. 

We  have  taken  a  long  step  forward  for  the  perpetuity  of  the 
institute  in  the  acquisition  of  a  permanent  home  in  New  York. 
This  will  permit  opportunity  for  the  growth  of  our  statistical 
library  and  the  work  of  our  librarians,  will  supply  much  needed 
room  for  the  clerical  force  required  by  the  secretary,  and  for  the 
added  labor  connected  with  our  publication  of  THE  JOURNAL, 
and  furnish  an  accessible  office  for  out-of-town  members  visiting 
New  York. 

The  professional  public  accountant  has  experienced  a  prosper- 
ous year.  Many  have  returned  to  practice  who  have  been  serving 
government  in  war-time.  The  soldier's  uniform  has  been  laid 
aside  and  in  most  cases  the  accountant  has  shown  himself  abler 
and  wiser  for  his  war  experience.  The  business  man  to  a  greater 
extent  than  ever  has  demanded  the  services  of  an  experienced 
guide  for  the  keeping  and  closing  of  his  accounts  and  multitudes 
have  had  to  call  for  help  in  the  preparation  of  tax  returns. 

Considerable  work  has  been  done  to  further  one  of  the  prime 
objects  of  our  organization.  I  refer  to  the  first  object  as  read 
in  our  constitution,  "to  unite  the  accountancy  profession  of  the 
United  States." 

Regional  meetings  have  been  advocated  as  one  line  of  effort 
for  the  accomplishment  of  this  purpose.  Members  who  are  located 
at  a  great  distance  are  frequently  prevented  thereby  from  attending 
conventions  of  the  institute.  It  is  expected  that  regional  meetings 
will  admit  of  partly  overcoming  this  disadvantage  and  largely 
make  for  the  prosecution  of  the  common  aim  for  unity. 

Chapter  organizations  also  have  been  seriously  considered  and 
are  expected  some  time  to  become  an  achieved  reality,  at  least  in 
some  states  where  now  there  exists  no  state  society. 

Contra  to  our  many  increases  and  visible  growth  we  are  met 
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by  the  inevitable  loss  by  death  among  our  members.  Their  work 
here  is  ended  and  they  present  to  the  Great  Judge  a  balance-sheet 
to  exhibit  their  net  worth.  Their  true  value  may  be  unknown  to 
us,  and  we  seem  to  see  only  the  assets  of  their  report.  We  inherit 
some  of  these  as  reflected  in  their  past  connection  with  our  pro- 
fession, and,  like  true  goodwill,  their  past  association  with  us 
should  and  will  continue  an  encouraging  incentive  to  right  effort 
on  our  part  and  to  greater  appreciation  of  our  profession  on  the 
part  of  the  public. 

We  are  looking  toward  the  future  with  feelings  of  strong 
faith  in  the  men  of  our  profession.  Some  of  us  are  growing 
old  and  feel  the  weight  of  declining  years,  while  our  hearts  still 
beat  exultantly  over  the  prospects  ahead.  Our  young  men  will 
take  up  the  work  in  our  stead  and  will  bring  renewed  vigor  and 
increased  talents  into  action.  May  we  speak  a  word  of  caution? 
It  is  this :  "Do  not,  by  thought,  word  or  deed,  commercialize  this 
profession  of  accountancy."  The  new  practitioner  must  not 
expect  to  build  a  practice  except  by  slow  stages.  He  may  secure  a 
partnership  in  some  established  firm.  He  may  be  greatly  helped 
by  recommendations  of  fellow  accountants,  but  his  new  client 
will  come  chiefly  because  an  old  client  has  been  faithfully  and 
ably  served.  His  increased  earnings  will  come  from  increased 
merit.  The  faithful  physician  does  not  measure  his  success  by 
the  size  of  his  bill  nor  does  he  depend  upon  a  contingent  fee.  To 
heal  the  sick  and  relieve  the  suffering  is  his  goal.  The  bill  is 
secondary.  This  theory  may  seem  visionary,  even  delusive,  to 
some,  when  applied  to  the  practice  of  the  public  accountant.  But 
the  most  important  part  of  our  work  is  not  the  preparation  and 
collection  of  our  bills  for  services,  but  the  healing  of  the  business 
sick  and  the  relief  of  the  business  suffering,  and,  it  may  well  be 
added,  the  prevention  of  both  business  sickness  and  suffering.  A 
reputation  of  ability  to  cure  and  to  prevent  will  prove  a  better 
advertisement  than  all  others  combined. 

WALDRON  H.  RAND. 
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BY  JOHN  R.  WILDMAN 

The  accounting  staff  may  mean  any  number  of  men  from  one 
to  four  hundred  and  fifty.  Its  function  is  to  perform  the  field 
work,  gather  the  necessary  data  for  and  in  some  cases  prepare  pro- 
fessional reports,  embracing  a  number  of  types  and  covering  a 
variety  of  subjects. 

Supervision  varies  as  the  staff  increases  in  number  and  dis- 
tribution and  the  engagements  vary  in  diversity  and  complexity. 
It  is  a  simple  matter  to  oversee  the  work  of  five  men  engaged  in 
making  regular  audits.  It  is  a  somewhat  complex  matter  where 
there  are  from  four  to  five  hundred  men  distributed  over  twenty- 
five  offices  and  handling  engagements  which  embrace  defalca- 
tions, estate  accounting,  public  utility  investigations,  tax  revisions 
and  audits  of  industrials,  comprising  in  some  cases  perhaps  as 
many  as  one  hundred  and  fifty  companies. 

The  accounting  staff  is  derived  from  many  sources.  There 
is  the  man  who,  anxious  to  make  his  career  in  accountancy,  comes 
recommended  by  a  mutual  friend.  There  are  those  who  come 
from  schools,  the  aim  of  which  is  to  prepare  men  for  the  pro- 
fession. Bookkeepers,  clerks,  statisticians  and  representatives  of 
sundry  other  vocations  find  their  way  by  devious  routes  to  the 
average  staff.  Some  are  well  educated  and  prepared.  Others 
have  much  to  learn.  So  it  is  that  the  personnel  plays  an  impor- 
tant part  in  the  problem  of  supervision. 

The  ideal  staff  is  one  comprised  of  men  of  fine  character, 
pleasing  personality,  keen  mentality,  good  general  education,  high 
technical  ability,  supplemented  by  experience  in  meeting  the  prob- 
lems which  arise  in  responding  to  the  needs  of  clients.  If  the  real 
were  to  coincide  with  the  ideal  there  would  be  little  to  super- 
vision but  the  marshalling  of  forces  and  the  handing  out  of  en- 
gagement memoranda. 

But  supervision  goes  further  back  than  assigning  men  to  en- 
gagements. It  begins  with  the  selection  of  the  men  for  employ- 

*  A  paper  presented  at  the  annual  meeting  of  the  American  Institute  of  Accountants, 
at  Washington,  D.  C.,    September  21,   1820. 
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ment.  It  examines  into  their  past,  investigates  their  references, 
tests  their  mental  and  technical  ability,  considers  their  personality 
and  their  probability  of  development. 

The  practice  of  accountancy  involves  not  only  the  man  on  the 
staff;  it  involves  consideration  of  the  client,  the  engagement, 
conditions,  relations.  Clients  may  be  as  varied  as  the  varieties 
of  the  human  race.  Engagements  may  follow  perhaps  ten  differ- 
ent types  but  the  conditions  and  relations  attending  them  may  be 
manifold.  All  these  matters  have  their  bearing  on  supervision. 

The  staff,  from  a  point  of  view  of  composition,  should  be 
well  balanced.  The  ability  to  handle  what  may  be  regarded  as 
general  engagements  should  be  supplemented  by  ability  to  take 
care  of  special  work.  Thus  either  the  men  who  look  after  the 
regular  audits  must  be  able  to  do  brokerage,  trust  company,  cost 
work,  etc.,  or  provision  must  be  made  to  carry  men  who  are 
specialists  in  these  lines.  As  to  the  latter,  a  jack  of  all  trades 
may  be  in  traditional  disrepute,  but  the  man  on  an  accounting 
staff  who  is  master  of  several  special  lines  as  well  as  a  good  gen- 
eral accountant  reduces  greatly  the  worries  of  the  man  who  is 
responsible  for  the  composition  of  the  staff.  Specialists  too  often 
result  in  an  excess  of  unemployed  time  if  the  special  engagements 
decline  in  number  and  the  specialist  is  not  able  to  turn  his  hand 
to  general  work. 

The  requirements  of  engagements  call  generally  for  a  divi- 
sion of  accountants  on  the  staff  into  two  classes.  One  class  is 
made  up  of  those  who  take  charge  of  engagements,  referred  to  by 
some  firms  as  in-charge  accountants;  by  others,  as  seniors.  The 
second  class  is  that  great  body  comprised  of  individuals  known 
as  assistants.  Perhaps  every  nine  out  of  ten  engagements  call  for 
such  classification.  Every  now  and  then,  however,  an  engagement 
appears  which  requires  a  further  division  of  the  latter  class.  Such 
are  the  cases  where  the  volume  of  detail  work  requires  a  number 
of  assistants  with  some  one,  acting  as  an  aid  to  the  man  in  charge, 
overseeing  the  work  of  the  assistants.  There  is  also  the  engage- 
ment, comparatively  simple  in  character,  in  which  a  high  grade 
assistant  performs  all  the  work  connected  with  the  engagement 
including  the  preparation  of  the  report.  In  such  an  engagement 
he  takes  pride  in  the  fact  that  he  is  entrusted  with  the  work  and  is 
classified  for  the  time  being  with  those  who  take  charge  of  engage- 
ments. 

246 


Supervising    the    Work    of    the   Accounting    Staff 

Thus  is  a  third  class  introduced,  which  is  somewhat  difficult 
to  describe.  The  man  who  falls  into  this  class  may  be  engaged, 
one  day,  as  first  assistant  on  a  large  or  fair  sized  engagement; 
the  next,  on  one  by  himself.  Such  accountants  have  been  referred 
to  both  as  semi-seniors  and  as  senior  assistants.  But  regardless 
of  the  names  by  which  they  are  known  it  appears  that  supervision 
must  take  cognizance  of  at  least  three  classes,  possibly  more. 

It  is  presumed  that  the  public  accountant  who  is  retained  by 
a  client  to  undertake  an  engagement  will  make  every  effort  to 
serve  the  client  faithfully  and  well.  If  for  one  reason  or  another 
it  is  necessary  or  desirable  to  delegate  the  work  of  carrying  out  the 
engagement  in  whole  or  in  part  to  representatives,  the  presump- 
tion follows  that  the  accountant  will  so  regulate  and  keep  in  touch 
with  the  work  of  such  representatives  as  to  satisfy  himself  that 
the  work  has  been  carried  out  in  accordance  with  his  ideas,  to  the 
end  that  for  purposes  of  relations  with  clients  he  may  adopt  the 
work  as  his  own.  It  therefore  devolves  upon  the  accountant  to 
devise  some  means  of  bringing  this  about.  It  is  this,  taking  into 
consideration  all  the  factors  involved,  which  is  expressed  in  the 
term  supervision. 

Satisfactory  service  to  clients  depends  obviously  on  finding 
out  what  the  client  wants.  Many  a  client  has  been  forced,  so  to 
speak,  to  take  and  to  pay  for  something  which  he  neither  ordered 
nor  wanted.  In  many  cases  such  miscarriages  of  service  have 
been  due  to  failure  on  the  part  of  the  person  who  took  the  en- 
gagement to  find  out  definitely  what  the  client  desired,  or,  where 
the  client  was  not  entirely  clear,  to  study  the  situation,  squarely 
from  the  client's  point  of  view  and  advise  him  as  to  his  needs. 
Too  many  engagements  are  taken  and  performed  in  a  perfunctory 
manner  without  regard  to  the  point  of  view  of  the  client,  his  rela- 
tions and  needs. 

With  this  point  covered,  supervision  must  needs  take  into  con- 
sideration the  accountants  on  the  staff  in  connection  with  their 
work  in  the  field  and  in  the  preparation  of  the  report. 

It  is  to  be  expected  that  the  accountant  to  whom  the  engage- 
ment is  assigned  will  receive  a  memorandum  of  some  sort,  setting 
forth  not  only  the  essential  requirements  connected  with  the  en- 
gagement but  any  special  information  which  will  throw  light  on 
the  situation  or  assist  in  any  way  in  carrying  it  out  to  the  satis- 
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faction  of  the  client.  Many  times  the  person  who  takes  the  en- 
gagement gleans  bits  of  valuable  information  from  conference 
with  the  client,  and  this  information  should  be  passed  on  to  the 
accountant  who  is  to  undertake  the  work.  One  client,  for  example, 
mentioned  casually  during  a  conference  that  he  wished  but  one 
copy  of  the  report.  The  remark  fell  on  deaf  cars.  The  client 
was  much  annoyed  when  later  he  received  three  copies. 

It  is  also  helpful  if  the  person  who  took  the  engagement  has 
an  opportunity  to  go  over  the  case  with  the  accountant  assigned 
before  the  latter  takes  up  the  work.  Many  minor  points,  which 
may  not  be  embodied  in  the  engagement  memorandum,  are  thus 
passed  on  and  contribute  to  the  successful  execution  of  the  en- 
gagement. 

Once  in  the  field  the  accountant  in  charge  is  expected  to  lay 
out  his  work,  assign  his  men  and  busy  himself  with  the  more 
important  phases  of  the  engagement.  As  to  the  proper  perform- 
ance of  the  work  assigned  he  may  either  inspect  it  himself  or 
delegate  such  function  to  his  chief  assistant. 

It  should  be  pointed  out  that  the  part  of  supervision  which 
consists  of  inspection  of  work  done  by  assistants  should  not  be  too 
long  delayed.  Frequently  an  assistant  fails  to  understand  his  in- 
structions and  so  unintentionally  does  unnecessary  work  or  work 
which  is  wrong  in  principle.  Again,  men  who  are  careless  and 
who  make  mistakes  creep  into  the  corps  of  assistants.  For  such 
reasons  it  is  important  that  all  work  performed  by  assistants 
should  be  inspected  not  only  frequently  but  soon  after  it  has  been 
started. 

The  general  progress  of  the  engagment  and  the  work  of  the 
accountant  in  charge  should  be  reviewed  in  the  field  as  often  as 
the  requirements  of  the  engagement  and  the  circumstances  sur- 
rounding it  indicate.  On  some  engagements  the  work  of  the  ac- 
countant in  charge  as  well  as  that  of  the  juniors  needs  inspection 
several  times  during  its  course.  On  others  a  general  review  of  the 
situation  just  before  the  field  work  is  completed  is  all  that  is 
required.  Anything  of  this  kind  would  probably  be  unsafe  except 
in  cases  where  men  in  charge  of  engagements  are  old  and  trusted 
accountants  whose  ability  and  reliability  are  known  quantities. 

Apropos  of  this  point  it  may  be  said  that  some  accounting 
firms  have,  in  addition  to  the  three  classes  of  accountants  pre- 
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viously  mentioned,  a  fourth  class  comprised  of  men  of  unusual 
ability  and  long  service  known  as  supervising  accountants.  It  is 
the  function  of  accountants  in  this  class  to  spread  themselves 
over  several  engagements,  apportioning  their  time  among  the 
various  engagements  as  needed.  Such  accountants  do  not  to  any 
great  extent  participate  in  the  actual  work  but  give  their  attention 
to  the  respective  engagements  to  see  that  they  proceed  with  utmost 
speed  and  efficiency. 

Field  supervision  tends  to  reduce  the  time  necessary  to  review 
a  report  and  working  papers.  While  the  practice  with  regard  to 
the  preparation  of  reports  differs  in  different  organizations  the 
reviewing  of  working  papers  probably  is  about  the  same  in  all 
cases.  It  consists  in  looking  over  the  papers  to  see  that  the 
figures  are  tied  up,  that  general  and  controlling  figures  are  properly 
supported,  that  analyses  set  forth  the  necessary  information,  etc. 

It  is  usual,  also,  in  reviewing  papers  to  quiz  the  accountant  in 
charge  of  the  work  concerning  it.  This  is  based  on  the  theory 
that  a  man  who  has  properly  carried  out  an  engagement  should 
be  able  to  furnish  any  reasonable  information  about  it.  Further,  if 
the  person  who  reviews  the  papers  is  not  able  to  ask  the  accountant 
a  question  which  he  cannot  answer  the  chances  are  the  client  or 
his  employees  would  not  be  able  to  do  so. 

In  some  public  accounting  organizations  the  reports  are  written 
by  so-called  principals,  that  is,  members  of  the  firm,  or  some 
one  of  equal  authority.  In  other  organizations  the  reports  are 
written  in  the  rough  by  the  accountants  in  charge.  Each  method 
perhaps  has  certain  advantages.  The  former  probably  tends  more 
strongly  to  uniformity.  The  latter  has  in  its  favor  the  fact  that 
more  reports  may  be  turned  out  in  a  given  time.  It  also  adds  inter- 
est and  responsibility  to  the  accountant's  work  besides  developing 
and  broadening  him. 

Where  the  latter  method  prevails  it  becomes  necessary  for 
the  reviewer,  in  addition  to  examining  the  papers  and  incidentally 
the  accountant,  to  go  carefully  over  the  report.  The  statements 
must  be  reviewed  for  form  and  content.  The  comments  must  be 
read  not  only  from  a  technical  point  of  view  but  a  literary  point 
of  view  as  well.  Diction,  paragraphing  and  punctuation  are 
essential  to  clear  expression.  After  all,  the  most  brilliant  and 
clever  findings  are  of  no  avail  unless  so  expressed  that  the  layman 
can  understand  them. 
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The  certificate  and  the  presentation  page  must  be  perused  for 
structure,  usually  to  see  that  they  are  in  keeping  with  some  pre- 
scribed form.  These  parts  of  a  report  are  generally  worked  out 
with  care  and  standardized.  Statements  also  may  follow  more 
or  less  after  a  set  form.  Comments,  of  course,  must  be  made  to 
fit  the  particular  case,  except  that  a  certain  order  or  arrange- 
ment of  topics  may  be  laid  down. 

Standardization  is  much  to  be  desired,  particularly  where  a 
number  of  different  accountants  are  preparing  complete  reports. 
It  is  possible  to  a  certain  extent  but  may  not  be  carried  safely 
beyond  a  certain  point  without  resulting  in  a  report  which  is  stilted 
and  sometimes  meaningless.  For  example,  an  accountant  on  the 
staff  of  a  certain  firm  was  told  that  the  report  for  a  given  corpora- 
tion, the  officers  of  which  were  very  particular,  once  having  been 
prepared  by  a  member  of  the  firm,  was  not  to  be  changed  from 
year  to  year  except  as  to  figures.  He  accepted  the  remark  and 
followed  it  literally  to  the  extent  of  reproducing  in  a  subsequent 
report  the  wording  of  the  comments  from  the  report  of  the  pre- 
vious year  changing  only  the  figures.  The  result  was  amusing. 
For  example,  increases  in  inventories  in  the  previous  year  had 
worked  around  to  decreases,  so  that  it  was  impossible  in  reading 
the  comments  to  reconcile  the  words  with  the  figures.  Fortunately 
the  report,  in  this  shape,  went  no  further  than  the  reviewer. 

One  of  the  most  difficult  things  to  achieve,  of  course,  is  that 
state  wherein  the  staff  accountants  in  charge  of  engagements  write 
live,  interesting  reports.  The  man,  where  fixed  standards  prevail, 
is  almost  a  genius  who  can  conform  to  the  many  rules  laid  down, 
adapt  the  specifications  for  reports  to  the  circumstances  surround- 
ing the  particular  case  in  hand  and  write  a  report  with  life  enough 
in  it  to  interest  the  client.  Accountants'  reports  will  become  more 
valuable  to  clients,  in  the  opinion  of  the  writer,  as  they  become 
more  interpretative.  What  most  clients  want  is  not  alone  a  state- 
ment of  facts,  but  to  be  told  how  to  use  the  facts  as  a  basis  for 
administrative  or  other  action.  Many  accountants  also  have  the 
idea  with  regard  to  reports  that  quantity  not  information  is  the 
prime  essential. 

Supervision  in  the  field  should  go  further  than  the  technicali- 
ties of  the  engagement.  It  should  include  the  scrutiny  of  the  men, 
their  personal  appearance,  their  adherence  to  hours,  attention  to 
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work,  relation  to  employees  of  the  client  and  their  general  be- 
havior. It  should  cover  consideration  of  the  probable  time  when 
the  respective  men  will  finish  their  work  on  certain  engagements 
so  that  the  office  to  which  they  are  attached  may  be  advised  when 
they  will  be  available.  The  rendering  of  time  and  expense  reports 
should  not  escape  attention. 

Supervision  is  neither  complete  nor  scientific  which  does  not 
take  into  consideration  the  instruction  and  training  of  the  men 
on  the  staff.  They  should  be  enlightened  as  to  their  duties  and 
responsibilities  when  they  join  a  given  staff.  They  should  be 
acquainted  with  some  of  the  general  facts  relating  to  the  organ- 
ization. They  should  be  obliged  to  study  and  improve  their 
knowledge  of  subjects  which  they  are  required  to  use  in  their 
work.  But  they  should  also  be  instructed  and  trained  in  their 
work  on  the  engagement.  Nothing  is  so  instructive  as  applied 
theory.  The  ideal  place  to  apply  theory  is  on  the  engagement. 
The  work  may  not  be  interrupted  for  instruction  but  the  instruc- 
tion may  be  woven  into  the  work.  The  accountant  in  charge 
should  seize  every  opportunity  to  explain  the  work  to  his  assistants. 
The  supervising  accountant  should  make  it  a  point  to  teach  in- 
charge  accountants. 

Supervision  becomes  more  effective  and  less  expensive  as  each 
man  in  the  organization  understands  what  he  is  to  do  and  does 
it.  Satisfaction  to  clients,  under  the  present  scheme  of  organiza- 
tion for  rendering  professional  accounting  service,  is  bound  to  be- 
come more  general  as  the  staff  men  become  better  trained  and 
supervision  becomes  more  scientific. 
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BY  F.  A.  Ross 

Prior  to  a  time  which  may  be  set  at  approximately  twenty 
years  ago  public  accounting  was  conducted  in  the  United  States 
by  practitioners,  either  individually  or  in  partnership,  whose 
business  was  largely  confined  to  one  city  and  the  territory  adja- 
cent to  it.  Engagements  might  sometimes  require  that  accountants 
be  sent  to  more  remote  points,  but  in  the  main  the  practitioners  of 
that  day  enjoyed  only  a  local  practice.  This  condition  has 
changed.  To  some  extent  during  the  first  ten  years  of  the  twenty, 
and  to  a  greater  extent  during  the  second  ten-year  period,  ac- 
countants who  had  begun  their  practice  in  one  city  established 
branches,  and  to-day  firms  thus  organized  are  represented  in  a 
number  of  different  localities.  I  have  been  invited  to  address  this, 
the  annual  meeting  of  the  institute,  on  this  scheme  of  organiza- 
tion. Without  attempting  to  deal  in  detail  with  growth  in  indi- 
vidual cases  or  with  particular  effects,  I  propose  to  discuss  the 
matter  as  one  of  policy. 

In  the  preparation  of  this  paper,  I  have  had  opportunity  to 
consider  a  number  of  criticisms  that  have  been  made.  They  make 
a  comprehensive  list  and  seem  to  embody  whatever  objections 
could  be  urged.  Some  bear  on  the  merits  of  the  system;  some 
relate  only  to  individual  acts  which  are  justly  criticized  but  do 
not  constitute  necessary  faults  in  the  form  of  organization  itself. 
The  only  comment  that  will  be  offered  at  this  point  is  that  despite 
objections  that  prima  facie  appear  to  be  substantial,  the  policy 
is  sound  and  a  necessary  development  in  attaining  effectiveness 
in  the  relation  of  public  accounting  to  the  business  of  the  country. 

In  relation  to  the  manner  in  which  business  generally  is  con- 
ducted to-day,  it  is  a  commonplace  comment  that  conditions  are 
widely  different  from  those  which  prevailed  a  quarter  century 
ago.  It  was  the  rule  then  that  the  proprietor  was  the  active  man- 
ager and  that  the  scope  of  his  business  did  not  prevent  his  having 
intimate  personal  acquaintance  with  all  phases  of  it.  Its  opera- 

*  A  paper  presented  at  the  annual  meeting  of  the  American  Institute  of  Accountants, 
at  Washington,  D.  C.,   September  21,  1920. 
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tions  came  under  his  own  eye.  He  was  familiar  with  its  routine 
and  with  the  efficiency  of  his  employees  individually.  Weaknesses 
of  method  or  of  performance  came  directly  to  his  attention.  On 
the  financial  side,  his  requirements  for  credit  were  met  by  his 
own  banker.  The  credit  he  secured  was  based  largely  on  acquain- 
tanceship and  the  standing  of  his  house  as  judged  by  the  banker. 
The  establishment  of  efficient  credit  departments  in  banks  is 
distinctly  a  modern  development.  It  may  be  noted  in  passing 
that  what  is  here  stated  as  the  old-time  basis  of  bank  credit  still 
prevails  in  certain  sections  of  the  country.  There  are  doubtless 
accountants  in  this  audience  who  could  tell  moving  tales  of  the 
difficulties  encountered  in  building  up  a  practice  because  of  that 
very  fact. 

I  do  not  overlook  that  the  conditions  above  described  obtain 
to-day  with  regard  to  a  very  large  volume  of  business,  the  country 
over.  But  it  is  equally  true  that  they  do  not,  for  another  very 
large  volume.  In  the  case  of  the  latter,  neither  financing  nor  oper- 
ation is  local,  and  it  is  this  change  in  conditions  which  makes  the 
branch-office  system  in  public  accounting  now  necessary,  in  order 
that  the  demands  of  present-day  business  shall  be  adequately 
served. 

I  note  first  that  the  capital  this  business  needs  is  obtained  in 
large  measure  in  the  financial  centers  of  the  country — and  not 
locally — from  commercial  banks  and  investment  bankers.  Almost 
universally  the  certificate  of  an  accountant  is  required  in  connec- 
tion with  the  transactions.  And  it  is  demanded  that  the  signature 
to  the  certificate  be  that  of  accountants  whose  reputation  is  estab- 
lished with  the  lenders. 

The  capital  thus  sought  from  financial  centers  is  required, 
broadly,  for  two  purposes :  the  one  for  current  working  capital, 
for  which  short-term  notes  are  given;  the  other  for  permanent 
capital,  for  which  long-term  securities  are  issued.  In  transac- 
tions of  the  first  kind,  the  commercial  banker  or  the  notebroker  is 
a  party.  Transactions  of  the  second  kind  pass,  as  a  rule,  through 
the  hands  of  investment  bankers.  It  will  be  conceded  by  all  ac- 
countants that  the  banker's  requirement  of  the  certificate  of  an 
accountant  is  in  the  interest  of  sound  business  and  very  directly 
in  the  interest  of  the  accounting  profession.  It  must  be  conceded, 
also,  that  by  some  means  the  qualifications  and  standing  of  the 
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accountant  who  certifies  to  the  affairs  of  the  borrower  must 
be  established  to  the  satisfaction  of  the  creditor.  The  branch-office 
policy  meets  that  requirement  effectively. 

Fundamentally,  the  standing  of  an  accountant  is  a  matter  of 
local  reputation.  If  New  York  be  cited  as  one  of  the  financial 
centers  where  such  service  as  has  been  described  is  called  for, 
it  may  be  said  that  the  weight  given  there  to  the  certificate  of  an 
accountant  is  based  primarily  upon  the  position  he  has  achieved 
by  his  practice  in  that  city.  The  acceptance  of  certificates  issued 
by  branch  offices  is  a  result  of  the  confidence  in  standards  and 
methods  which  has  been  inspired  by  work  well  done  locally.  The 
significance  of  the  point  is  that  at  bottom  the  firm  with  a  branch- 
office  organization  and  the  firm  whose  practice  is  confined  to  a 
restricted  territory  are  in  the  same  position,  in  that  the  accepta- 
bility of  their  certificates  depends  on  the  reputation  enjoyed  in 
the  locality  where  the  certificate  is  to  be  used.  The  firm  which 
operates  branches  has  simply  made  that  local  reputation  service- 
able for  business  of  much  broader  scope. 

The  effectiveness  of  the  branch-office  system  in  connection  with 
financing  is  not  confined  to  the  simple  furnishing  of  a  certificate. 
The  banker  often  wishes  to  go  behind  that.  Questions  about  items 
in  the  statement  occur  to  him.  The  merchant  or  manufacturer  who 
is  seeking  credit  is  in  New  York  anxious  to  complete  his  arrange- 
ments and  get  away.  Recourse  is  had  to  the  New  York  office  of 
the  accountant,  and  the  questions  raised  are  settled  in  a  few  hours. 
Such  occurrences  are  frequent  and  there  cannot  be  any  doubt 
that  the  prompt  service  rendered  facilitates  the  transaction  of 
the  business  between  the  parties. 

Further,  the  firm  which  operates  branches  is  in  a  position  to 
give  service  in  cases  of  permanent  financing  that  could  not  be  given 
in  any  other  way.  A  case  in  point  may  be  cited.  A  company 
engaged  in  the  production  of  oil  found  it  desirable  to  refinance. 
Its  operations  were  in  the  southwestern  field ;  its  bankers  in  New 
York.  As  occurs  not  infrequently,  the  call  upon  the  accountant 
was  for  prompt  action.  The  principal  work  was  done  in  the 
operating  office,  but  close  contact  with  the  New  York  principals 
was  necessary  while  the  work  was  in  progress.  All  these  require- 
ments were  met  promptly  and  satisfactorily,  but  that  result  was 
possible  only  because  the  New  York  office  of  the  accountants  had 
its  own  people  in  the  territory  where  the  company  operated. 
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I  present  the  foregoing  with  the  conviction  that  it  demonstrates 
that  the  firm  which  has  branches  does  in  fact  render  a  valuable 
service.  It  is  no  exaggeration  to  say  that  it  is  a  service  vital  to  the 
convenient  transaction  of  a  large  part  of  the  general  business  of  the 
country,  as  conducted  in  the  day  in  which  we  live.  If  the  fact 
of  the  service  be  granted,  and  the  means  by  which  it  is  accom- 
plished are  still  decried,  the  critic  of  the  means  employed  must 
present  an  effective  alternative  method.  Such  an  alternative  has 
been  presented  to  me  in  the  following  words : 

There  is  no  reason  why  firms  in  other  cities  having  work  to 
be  done  in  any  town  or  district  should  not  call  upon  local  prac- 
titioners to  cooperate.  This  would  increase  the  prestige  of  the 
local  man  and  obviate  the  necessity  for  a  branch  office. 

It  may  well  be  agreed  by  those  who  approve  the  branch-office 
policy  that  in  specific  cases,  and  to  a  limited  extent,  the  results 
that  are  required  could  be  attained  under  cooperation  between  the 
accountant  of  the  client  interested  and  fellow  practitioners  in  other 
localities.  But  the  qualification  "to  a  limited  extent"  is  used  ad- 
visedly. Such  cooperation  could  not  suffice  for  more  than  a  small 
proportion  of  the  work  done  through  the  agency  of  the  head  office 
and  the  branches  of  a  firm  so  organized. 

Take  the  case  of  a  firm  established  in  New  York,  which  con- 
ducts well  distributed  branches.  To  render  in  cooperation  with 
local  practitioners  the  service  it  can  and  in  fact  does  render  through 
its  branch-office  organization  it  would  have  to  establish  relations 
with  twenty  or  thirty  individuals  or  firms  scattered  throughout 
the  country.  It  is  not  practicable  for  various  reasons.  Suppose 
this  firm  be  called  in  by  a  client  one  afternoon  to  take  up  an 
engagement  requiring  work  immediately  at,  say,  five  different 
points.  It  occurs  often.  The  accountant,  being  well  informed  of 
conditions  in  his  branches  and  in  authority  over  them,  can  meet 
the  requirements  of  the  occasion  at  once.  Could  he  have  such 
arrangements  with  independent  practitioners  as  would  permit  him 
to  bind  them  to  immediate  performance  in  the  same  way?  And 
the  point  is  material,  for  the  modern  business  man  demands  just 
such  service.  Again,  let  any  accountant  who  advocates  this  method 
of  doing  widespread  work  consider  whether  he  would  choose  to 
enter  upon  a  course  that  would  make  him  responsible  for  the  time 
and  expense  charges  of  several  colleagues.  Could  he  reasonably 
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expect  to  handle  that  phase  of  the  matter  so  that  his  client  and  his 
colleagues  would  be  always  content?  And,  again,  being  directly 
responsible  to  his  client  for  performance  as  to  time,  would  he  be 
willing  to  depend  'for  completion  of  the  work  within  a  time  satis- 
factory on  colleagues  who  then  might  not  be  in  a  position  to 
meet  the  requirements  in  this  respect? 

These  are  points  of  detail,  but  satisfactory  results  from  coop- 
eration between  independent  practitioners  would  depend  on  avoid- 
ance of  friction  in  a  great  many  points  of  detail.  As  a  practical 
matter  there  is  little  prospect  that  it  could  be  accomplished. 

But  the  principal  reason  why  such  cooperation  is  not  practi- 
cable on  an  extended  scale  is  not  so  tangible.  Given  accountancy 
work  where  there  must  be  cooperation  between  the  office  of  an 
accountant  in,  say,  New  York  and  accountants  in  one  or  more 
other  parts  of  the  country,  it  is  essential  to  the  best  service  that 
the  cooperation  be  between  men  who  are  permanently  associated. 
Even  where  there  is  equality  with  regard  to  knowledge  of  princi- 
ples, standards  of  practice  and  breadth  of  experience,  accountants 
who  practise  independently  develop  different  methods  and  habits  of 
thought.  Those  who  are  permanently  associated  come  to  the 
same  way  of  looking  at  things.  When  it  is  necessary  to  work 
together  they  "speak  the  same  language."  And  in  a  large  volume 
of  the  work  where  a  head  office  and  branch  offices  are  concerned 
this  is  essential  to  satisfactory  performance.  In  special  cases  co- 
operation between  independent  practitioners  may  be  practicable. 
In  the  day-to-day  work  of  the  firms  we  are  considering  a  unity 
of  thought  and  methods  of  work  which  can  be  obtained  only  by 
continuous  association  is  required. 

To  this  point  emphasis  has  been  laid  on  the  ability  of  firms  of 
accountants  which  conduct  branches  to  render  service  in  con- 
nection with  financing.  It  is  advantageous  in  other  respects  to 
firms  and  corporations  which,  like  the  accountants  we  are  dis- 
cussing, also  operate  through  branches.  In  the  modern  develop- 
ment of  business,  this  form  of  organization  has  come  to  be  widely 
used,  and  for  various  reasons.  Manufacturers  have  recourse  to 
it  for  reasons  connected  with  the  supply  of  raw  material  and 
labor;  jobbers,  in  the  regular  expansion  of  their  business,  for  con- 
venience of  distribution,  equalization  of  freight  costs  and  like 
considerations.  Where  retailers  are  widely  spread  there  is  usually 
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something  distinctive  about  their  business.  One  specializes  in 
one  kind  of  merchandise ;  another  builds  up  business  on  the  basis 
of  a  uniform,  moderate  price  for  everything  sold,  and  another 
establishes  a  large  number  of  general  merchandise  stores  and 
brings  to  the  people  of  the  communities  served  the  benefits  derived 
from  buying  on  a  large  scale.  But  whatever  be  the  reasons  for  the 
establishment  of  branches  by  business  houses,  it  is  a  fact  that  it 
is  a  common  form  of  business  organization.  It  is  something  to 
be  desired  in  the  interests  of  accountancy  as  a  whole  that  the  pro- 
prietors of  businesses  so  organized  shall  value  and  employ  the  ser- 
vices of  accountants,  whether  for  the  installation  of  uniform 
systems,  periodic  audits  or  other  work. 

There  are  three  possible  methods  under  which  work  of  this 
scope  could  be  undertaken :  by  the  cooperation  between  indepen- 
dent practitioners  I  have  discussed,  by  the  accountant  who  con- 
trols the  business  sending  men  from  his  one  office,  or  through 
the  branch-office  scheme  of  organization.  As  to  cooperation  of  col- 
leagues I  maintain  that  the  arguments  presented  in  relation  to 
financing  apply  with  even  greater  force  where  the  object  of  the 
work  is  to  serve  the  client  in  connection  with  other  phases  of  his 
business.  To  me  it  seems  self-evident  that  better  results  must 
be  possible  when  the  work  at  several  points  is  directed  by  one  head, 
with  definite  authority  over  all  engaged  upon  it. 

I  have  recognized  that  widespread  work  might  possibly  be 
handled  from  one  central  office  but  am  not  disposed  to  give  serious 
consideration  to  it.  It  could  be  done,  but  all  that  could  be  accom- 
plished by  that  means  can  be  accomplished  more  quickly,  more 
economically  and  more  efficiently  through  branch  offices.  The 
accountant  who  undertakes  such  work  can  serve  his  client  best  by 
maintaining  at  well-selected  points  representatives  who  become 
familiar  with  people  and  conditions  in  their  territories  and  are 
available  for  consultation  and  for  information  when  questions 
arise,  as  they  often  do,  after  the  immediate  work  has  been  accom- 
plished. 

A  firm  with  branches  well  distributed  includes  in  its  organiza- 
tion representatives  who  in  the  course  of  practice  acquire  familiar- 
ity with  enterprises  peculiar  to  their  localities  and  the  distinctive 
characteristics  which  the  accountant  must  know  if  he  is  to  deal 
with  them  intelligently.  Through  the  close  intercourse  which 
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prevails  between  those  associated  in  these  firms  this  specialized 
knowledge  spreads  throughout  the  organization ;  and  clients  in  the 
principal  centers  thus  have  at  their  command  a  service  which  meets 
their  needs  and  in  the  nature  of  the  case  the  local  practitioner 
cannot  give. 

Examples  of  industries  wtih  distinctive  characteristics  are : 

Oil  producing  and  refining — in  Texas  and  Oklahoma. 

Grain — in  the  territory  between  the  Mississippi  river  and  the 

mountains. 

Copper  mining  and  smelting — in  the  mountain  states. 
Shipping — in  the  seaboard  towns. 
Coal  mining  and  steel  manufacture — in  distinct  sections  of 

the  country. 
Cotton  mills — in  the  north  and  south  Atlantic  states. 

It  is  conceivable  that  in  this  particular  connection  a  local 
practitioner  might  feel  that  a  field  which  he  had  made  his  own 
by  long  application  is  encroached  upon  unwarrantably.  But  look- 
ing to  the  welfare  of  the  profession  as  a  whole  it  must  be  granted 
that  it  is  best  fostered  by  the  ability  to  respond  promptly  and 
efficiently  to  the  demands  of  the  business  world.  If  only  some 
particular  form  of  organization  makes  the  best  service  possible, 
it  is  to  the  interest  of  the  profession  at  large  that  that  form  of 
organization  exist.  Immediate  benefit  to  the  local  practitioner  may 
not  be  evident.  There  may  be  individual  instances  that  afford 
ground  for  complaint ;  but  whatever  tends  to  dignify  accountancy 
in  the  esteem  of  the  business  community  and  broadens  the  demand 
for  the  services  of  accountants  results  in  the  end  in  advantage 
to  practitioners  wherever  situated.  And  I  maintain  that  the  branch- 
office  policy  comes  within  the  range  of  that  statement. 

I  have  mentioned  that  in  the  preparation  of  this  paper  I  had 
before  me  criticisms  that  have  been  made  of  the  branch-office 
system.  These  will  now  have  consideration.  It  has  been  said  that 
branch  offices  are  undesirable  because 

There  are  always  local  accountants  in  cities  large  enough  to 
attract  branch  offices.  Such  local  accountants  are  probably  mem- 
bers of  the  institute  or,  at  any  rate,  certified  public  accountants. 
The  establishment  of  a  branch  office  of  a  large  firm  militates 
against  the  development  of  the  local  practitioner. 

No  advocate  of  the  branch-office  system  can  regard  this  ob- 
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jection  with  indifference.  If  it  be  true,  it  must  evoke  sympathetic 
consideration,  as  being  what  is  considered  a  just  grievance  by  those 
who  feel  that  they  suffer  because  of  the  conditions.  But  it  cannot 
be  admitted  that  even  if  true  the  objection  can  be  final  as  against 
the  system.  If  by  the  operation  of  branch  offices  a  service  is  given 
to  the  business  world  which  cannot  be  attained  by  any  other 
means,  then  that  consideration  is  paramount.  The  profession 
must  keep  abreast  of  the  demands  upon  it  or  sacrifice  something 
of  its  prestige. 

It  may  well  be  questioned,  however,  whether  the  objection  is  as 
substantial  as  it  may  appear  to  be.  Certain  demands  can  be  met 
adequately  only  by  accountants  with  widespread  organizations, 
and  by  ability  to  meet  these  demands  the  work  of  the  profession 
as  a  whole  enjoys  a  prestige  it  could  not  otherwise  achieve.  In 
the  final  result  the  local  practitioner  benefits  from  this  condition, 
as  well  as  the  larger  firm. 

It  is  said  also  that  branch  offices  are  undesirable  because 

1 i )  The  opening  of  a  branch  office  involves  an  effort  to  establish 

a  clientele.  Branch  offices  may  go  to  extremes  in  efforts 
to  attract  clients. 

(2)  In  some  cases  representatives  of  firms  which  make  a  spe- 

cialty of  the  introduction  of  systems  have  opened  offices, 
introduced  systems  and  moved  on  before  the  aftermath. 

(3)  Branch  office  managers  are  frequently  guilty  of  condescen- 

sion toward  local  practitioners  and  adopt  an  air  of  supe- 
riority not  always  justified. 

(4)  Employees  of  local  practitioners  are  frequently  approached 

by  representatives  of  larger  firms  and  offered  inducements 
to  leave  their  employers. 

(5)  In  a  few  cases  representatives  of  large  firms  have  attempted 

to  intimidate  clients  of  other  accountants  by  threat  of 
financial  pressure  from  holders  of  the  client's  commercial 
paper. 

None  of  these  faults  is  inherent  in  the  branch-office  system. 
I  am  concerned  only  to  present  the  case  for  that — not  to  defend 
an  impolitic  or  improper  course  pursued  by  individuals.  If  the 
question  were  to  be  discussed  on  that  plane,  the  large  firm  could 
cite  objectionable  practices  by  local  practitioners.  We  need  not 
hesitate  to  confess  that  there  is  room  for  improvement  with  regard 
to  various  conditions  that  exist  in  the  profession,  and  it  is  a  matter 
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for  gratification  that  the  council  of  the  institute  is  working  con- 
sistently for  better  things  in  all  respects. 

Other  criticisms  that  have  been  made  are  these : 

(1)  The  larger  the  practice  and  the  greater  its  scope,  the  less 

possibility  there  can  be  of  personal  contact  of  client  and 
practitioner. 

(2)  Reports  prepared  by  a  branch  office  are  not  always  reviewed 

by  members  of  the  firm,  and  such  a  condition  tends  to 
commercialism. 

(3)  The  head  office  cannot  supervise  the  activities  of  branch- 

office  managers.  Bad  work  and  unethical  conduct  may 
go  unnoticed  for  some  time. 

(4)  Large  firms  with  many  branch  offices  may  send  inferior 

assistants  to  do  branch-office  work.  The  result  may  be 
superficial  and  hasty  service  which  would  tend  to  depre- 
ciate the  value  of  all  accounting  service. 

These  objections  are  more  closely  relevant  to  the  merits  of  the 
case  than  those  cited  just  previously,  and  they  demand  more  par- 
ticular consideration. 

The  objection  regarding  loss  of  personal  contact  assumes  that 
it  must  necessarily  be  between  a  principal  in  the  accounting  firm 
and  the  client.  As  against  this,  experience  demonstrates  that  all 
requirements  of  the  situation  are  adequately  met  when  the  inter- 
ests of  the  firm  are  in  the  hands  of  a  well  chosen  representative, 
directed  and  controlled  by  a  partner.  If  that  were  not  true  the 
branch-office  system  would  fail  because  of  an  insuperable  defect. 
That  it  does  not  so  fail  is  proof  that  this  particular  objection  does 
not  touch  upon  something  fundamental. 

The  other  three  objections  involve  the  effective  control  of  the 
operations  of  their  branch  offices  by  the  principals  in  the  firm. 
With  regard  to  this  I  assert  that  there  may  be  built  up  under  the 
branch-office  policy  an  organization  against  which  these  objec- 
tions cannot  justly  be  urged.  By  the  training  of  the  men  who 
are  to  represent  the  firm  in  different  localities ;  by  a  district  organ- 
ization which  secures  effective  supervision  over  all  offices  by  a 
partner  in  the  firm ;  by  building  up  a  good  morale  throughout  the 
organization,  it  is  feasible  to  attain  a  standard  of  practice  creditable 
to  the  profession  and  consistent  with  ideals  of  a  high  order. 

It  need  not  be  contended  that  in  practical  operation  the  system 
as  it  is  followed  to-day  is  without  faults.  But  the  emphasis  is  to 
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be  placed  on  the  service  it  in  fact  gives ;  and  the  ultimate  question 
involved  is  one  not  to  be  answered  by  factitious  objections,  but 
on  broader  lines.  That  question  is  whether  the  objections  which 
can  be  urged  have  enough  merit  to  condemn  the  system.  The 
answer  must  be  No.  Any  weaknesses  that  appear  in  it  should  be 
remedied.  The  operation  of  the  system  must  and  can  be  according 
to  high  standards.  But  there  is  no  substitute  that  can  provide  so 
adequately  for  that  which  the  branch-office  system  accomplishes. 
If  justification  is  really  necessary,  it  is  to  be  found  in  the  service 
the  policy  makes  possible. 
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BY  WILLIAM  B.  GOWER 

On  an  occasion  such  as  this,  a  representative  gathering  of  our 
national  body  of  public  accountants,  a  body  which  contains  all 
that  is  highest  and  best  in  the  profession,  it  is  fitting  that  we  glance 
at  certain  phases  of  the  remarkable  evolution  in  the  science  and 
application  of  accountancy  and  in  the  opportunities  for  service 
that  the  profession  affords,  which  has  taken  place  during  the  past 
twenty  years.  We  ourselves  are  so  immersed  in  the  phenomena, 
we  are  living  so  close  to  the  manifestations,  that  we  scarcely 
realize  their  extent  and  significance. 

Not  so  many  years  ago  one  of  our  leaders  deplored  the  fact 
that  in  this  country  the  profession  had  not  obtained  that  full  and 
complete  recognition  which  had  been  accorded  to  it  in  Great  Brit- 
ain ;  but  he  declared  that  the  future  was  with  the  rising  generation. 
His  optimism  has  been  fully  justified;  but  even  he  could  hardly 
have  foreseen  the  extent  of  our  development,  our  achievements, 
our  recognition  by  the  community  or  the  growth  of  our  service 
and  opportunities.  We  have  risen  to  man's  estate ;  we  have  dis- 
carded the  old  leading  strings;  we  no  longer  rely  upon  parental 
guidance  and  instruction;  we  recognize  no  outside  authority;  we 
have  surpassed  the  achievements  of  our  predecessors,  and  our 
standing  and  usefulness  in  the  community  are  not  surpassed  else- 
where. 

Perhaps  the  greatest  of  our  achievements  is  one  which,  in  our 
crowded  and  strenuous  efforts  to  keep  abreast  with  our  expanded 
business,  we  are  apt  to  overlook.  I  refer  to  our  accounting  litera- 
ture, particularly  the  works  which  have  inquired  into  and  thrown 
a  flood  of  light  upon  the  rational  bases  and  principles  upon  which 
rules  of  accounting  practice  and  procedure  rest.  I  doubt  whether, 
even  yet,  the  importance  of  this  achievement  has  been  sufficiently 
recognized.  It  is  not  so  long  ago,  however,  that  the  writings  and 
teachings  of  accounting  authorities  were  confined  almost  exclu- 
sively to  practice  and  procedure.  We  were  taught  what  practice 

*  A  paper  presented  at  the  annual  meeting  of  the  American  Institute  of  Accountants, 
at  Washington,   D.   C.,   September  22,  1920. 
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was  right  and  what  was  wrong,  how  to  correct  abuses,  how  to 
analyse  accounts,  classify  business  facts,  ascertain  and  distribute 
costs,  prepare  financial  statements,  and  how  to  deal  with  unusual 
as  well  as  ordinary  situations  and  circumstances.  It  was  inevitable, 
however,  as  time  went  on,  that  a  demand  would  arise  within  the 
profession  itself  for  inquiry  as  to  how  far  accounting  practice  and 
procedure  rested  upon  permanent  and  fundamental  principles, 
as  distinguished  from  custom,  tradition  and  mere  expedients. 
We  have  seen  this  demand  met  in  this  country  in  the  published 
works  of  university  professors  in  accounting,  among  whom  may 
be  cited  Professors  Sprague,  Hatfield,  Paton  and  Stevenson.  The 
distinctive  characteristic  of  these  writings  is  the  framework  or 
background  of  broad  general  principles,  determined  by  deductive 
reasoning  and  represented  as  the  rational  basis  of  accounting. 
These  general  principles  are  relied  upon  for  the  solution  of  many 
difficult  problems  of  the  balance-sheet,  of  corporate  proprietor- 
ship and  of  the  determination  of  net  revenue.  The  attempt  is 
made  to  bring  practice  and  procedure  within  the  scope  of  these 
principles. 

Time  was  when  it  was  thought  sufficient  for  the  public  account- 
ant to  be  familiar  with  the  practice  or  procedure  and  to  be  able 
to  answer  inquiry  by  saying,  "Such  and  such  is  the  practice,  or 
such  and  such  is  the  procedure,"  as  the  case  might  be.  If  his  dic- 
tum was  questioned,  the  accounting  manuals  could  be  relied  upon 
for  confirmation — and  for  little  else.  Those  happy  and  simple 
times  have  passed,  never  to  return ;  the  extraordinary  growth  in 
the  volume  of  modern  business  and  in  the  complexity  of  the 
industrial  situation  has  supervened.  To-day  the  public  account- 
ant can  no  longer  place  sole  reliance  upon  a  knowledge  of  prac- 
tice and  procedure,  however  extensive  and  minute,  and  the  chief 
reason  for  this  has  been  his  contact  with  the  legal  mind.  Not 
only  do  lawyers  rely  upon  him  for  technical  advice,  but  the  public 
accountant  is  frequently  relied  upon  for  expert  testimony  before 
the  courts,  in  such  proceedings  as  patent  accountings,  profit  ac- 
countings and  controversies  relating  to  income  and  profits  taxes. 
The  legal  mind  is  not  impressed  with  the  dicta  of  public  account- 
ants that  such  and  such  is  the  practice — it  requires  a  great  deal 
more  than  that  and  insists  upon  explanation  of  the  rational  basis 
for  the  practice  and  a  demonstration  of  the  broad  underlying 
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principles.  It  is  this  development  in  the  scope  of  the  accountant's 
work  to-day  which  makes  it  vitally  important  that  we  should  be 
familiar,  not  only  with  the  practice,  but  with  the  principles  which 
govern. 

In  this  phase  of  advisory  accountancy  it  is  most  important  to 
avoid  the  easy  assumption  of  one  of  our  pioneers  that  the  prin- 
ciples of  accountancy  may  all  be  determined  by  a  priori  reason- 
ing and  in  no  way  depend  upon  the  customs  and  tradition  which 
surround  the  art,  or,  as  expressed  by  another  writer,  that  most 
accounting  problems  admit  of  being  carried  back  to  elementary 
first  principles.  Unquestionably,  a  keenly  logical  mind  is  a  most 
useful  part  of  an  accountant's  equipment,  but  the  failure  to  real- 
ize that  important  parts  of  our  practice  depend  upon  custom, 
tradition  and  expediency,  and  do  not  yield  to  rigorous  logic,  has 
been  responsible  for  serious  error.  To  those  who  are  required  to 
give  technical  advice  to  lawyers  and  before  the  courts,  a  thorough 
knowledge  is  indispensable,  not  only  as  to  the  practice  which  rests 
upon  broad  general  principles,  but  also  as  to  the  practice  which 
embodies  custom,  tradition  and  expediency. 

The  accountant  must  be  familiar  both  with  the  practice  and 
with  the  fundamental  logic  underlying  the  theory  of  each  account- 
ing question.  For  in  accounting  as  in  law  the  science  is  in  a 
constant  state  of  flux,  and  there  is  a  persistent  struggle  between 
logic  and  custom,  or,  to  put  it  another  way,  between  what  was 
logical  in  the  past  and  what  has  become  logical  in  the  present. 
It  is  common  knowledge,  even  to  the  layman,  that  our  legal  pre- 
cedents have,  many  of  them,  been  handed  down  to  us  from  the 
middle  ages.  At  the  time  when  these  precedents  were  created 
they  were  based  squarely  on  sound  logic,  but  progress  and  chang- 
ing conditions  have  rendered  such  precedents  no  longer  in  accord 
with  strict  logic.  In  many  cases  the  old  precedents  have  become 
so  illogical  that  they  have  been  whittled  away  or  completely  over- 
turned. In  other  cases  the  Anglo-Saxon  mind,  such  a  stickler 
for  precedent,  has  clung  to  and  maintained  the  old  rules  in  spite 
of  the  changed  conditions  which  make  the  old  rules  illogical  and 
obsolete. 

A  familiar  illustration  of  the  changing  rules  of  law  due  to 
changed  conditions  and  greater  education  of  the  masses,  etc.,  is 
furnished  by  the  decisions  with  regard  to  seals  upon  instruments. 
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For  many  years  seals  were  necessary  on  certain  classes  of  instru- 
ments and  they  were  void  in  the  absence  of  a  seal ;  and  on  the 
other  hand  once  a  seal  was  put  upon  an  instrument  it  could  not 
be  attacked  for  lack  of  consideration.  Both  rules  have  been 
whittled  away  until  to-day  practically  all  instruments  are  bind- 
ing even  though  no  seal  be  affixed,  and  on  the  other  hand  they  are 
generally  open  to  attack  no  matter  how  many  seals  are  affixed. 
Yet  the  effect  given  to  the  seal  in  the  middle  ages  still  lingers  and 
produces  odd  results.  A  release  under  seal  cannot  be  questioned 
and  is  binding  without  consideration;  whereas  if  the  seal  be 
omitted  a  lack  of  consideration  is  a  complete  defense.  So  also 
the  time  within  which  an  action  may  be  brought  on  an  instrument 
under  seal  is  twenty  years  and  the  time  within  which  such  an 
action  may  be  brought  where  the  seal  is  omitted  is  only  six  years. 

As  the  lawyer  must  recognize  the  deviations  from  the  lines  of 
logic  caused  by  the  forces  of  the  past  and  must  recognize  the  law 
as  it  actually  exists  and  not  as  it  should  exist  from  a  purely 
theoretical  standpoint,  so  the  accountant  must  recognize  the  potent 
influence  of  past  custom  and  must  follow  rules  that  are  not  always 
logical,  where  those  rules  are  well  established  and  are  generally 
observed. 

I  need  mention  only  a  few  instances  of  this  conflict  between 
precedent  and  logic,  so  far  as  accounting  practice  is  concerned, 
which  an  advisor  must  keep  constantly  in  mind.  The  best  illustra- 
tion is  the  inventory  valuation  rule  of  "cost  or  market  price,  which- 
ever is  the  lower."  It  is  a  rule  which  has  a  considerable  vogue ; 
it  received  the  official  endorsement  of  the  London  committee  of 
consulting  accountants  in  their  report  to  the  board  of  inland  rev- 
enue ;  it  was  declared  by  that  committee  to  rest  on  a  sound  principle 
and  theory,  and  to  be  of  universal  application ;  it  was  adopted  by 
the  British  board  of  inland  revenue,  and  finally  adopted  by  the 
internal  revenue  bureau  in  this  country.  Yet  the  rule  is  to-day  in- 
defensible from  a  purely  theoretical  standpoint,  as  many  writers 
have  pointed  out;  and  both  the  British  board  and  the  internal 
revenue  bureau  now  admit  that  it  is  not  adapted  to  all  cases. 

Another  illustration  may  be  cited :  the  booking  of  capital  losses 
arising  from  fire,  shipwreck,  default  of  capital  investments,  de- 
pletion of  natural  resources.  Professor  Hatfield  has  pointed 
out  in  his  study  of  this  subject  that  while  it  may  be  logical 
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to  claim  that  all  losses  should  go  to  profit  and  loss  account,  and 
not  direct  to  some  other  proprietorship  account,  such  a  claim 
does  not  at  all  conform  to  accounting  practice  of  any  land  or  time. 

Other  illustrations  will  occur  to  those  whose  advisory  work 
brings  them  in  contact  with  contentious  accounting  questions, 
such  as  the  rule  under  which  fixed  assets  are  retained  in  the  ac- 
counts at  cost  and  may  not  be  subsequently  revalued  and  the  rule 
against  booking  interest  on  capital  owned,  as  a  manufacturing 
charge  complementary  to  interest  on  borrowed  money,  and  the 
rule  against  booking  as  a  profit  a  saving  of  expenses  such  as 
vendor's  profits  taxes  paid  under  contract  by  a  purchaser  of  prop- 
erty. A  variant  of  this  latter  rule  arises  in  the  private  accounts 
of  individuals,  in  the  saving  of  2  per  cent  income  taxes  on  the 
interest  from  bond  investments  containing  the  so-called  tax-free 
covenant  clause.  The  tax  bureau  contends  that  logically  this  sav- 
ing is  in  the  nature  of  additional  income  to  the  individual;  the 
bureau  will  hardly  assert,  however,  that  under  accepted  accounting 
practice  such  an  item  would  be  entered  in  the  books  of  the  individ- 
ual as  additional  income. 

In  our  younger  days,  before  the  immense  development  of  com- 
merce and  industry,  the  main  duties  of  the  accountant  in  this 
country  were  said  by  one  of  our  leaders  to  consist  of  the  audits 
of  the  accounts-  of  corporations,  firms  and  individuals.  His  special 
skill  conformed  at  that  time  to  the  stage  of  accounting  practice 
then  existing,  and  it  related  mainly  to  the  best,  the  safest  and  the 
most  economical  methods  of  keeping  the  accounts  and  records 
and  to  presenting  clearly  and  concisely  the  financial  condition  at 
a  given  date  and  the  results  of  operation  for  a  given  period.  The 
advice  expected  and  required  from  us  in  those  days  was  limited 
naturally  by  the  condition  of  business  and  was  confined  in  a  great 
measure  to  technical  methods,  to  improvement  and  standardiza- 
tion of  accounts,  to  safeguards  against  waste  and  fraud,  to 
economy  and  to  the  best  means  of  conveying  prompt  and  useful 
information  to  owners.  The  immense  expansion  of  our  com- 
mercial life  gradually  emphasized  the  importance  of  applied  ac- 
counting and  created  a  greater  demand  for  competent  advice  of 
this  kind.  The  advent  of  combinations,  trusts,  consolidations 
and  holding  companies  and  the  evolution  of  corporate  securities 
which  this  type  of  organization  brought  with  it  opened  a  new 
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chapter  in  accounting  science  and  raised  a  series  of  accounting 
questions  of  extraordinary  complexity,  which  we  alone  could  solve. 
The  development  of  large  scale  production  compelled  us  to  close, 
analytic  study  of  the  phenomena  of  costs  and  the  problems  of 
cost  accounting.  The  need  for  efficiency  and  economy  in  produc- 
tive processes  created  a  new  demand  upon  our  skill  and  advice. 
Finally,  the  initiation  and  subsequent  expansion  of  federal  and 
state  supervision,  control  and  regulation  of  public  utilities  and 
the  tendency  toward  similar  authority  over  important  basic  indus- 
tries resulted  in  the  formation  of  a  multitude  of  commissions, 
wielding  considerable  powers  and  demanding  a  mass  of  sta- 
tistical and  accounting  information  as  a  basis  for  rate-making  and 
price-fixing.  As  a  result  of  these  important  changes  and  devel- 
opments our  duties  and  opportunities  were  immensely  expanded, 
for  our  advice  and  cooperation  were  indispensable  to  the  new 
situation  and  conditions. 

It  is  evident  that  these  increasing  demands  upon  the  pro- 
fession required  a  more  extensive  knowledge  and  equipment  and 
a  higher  standard  of  ability  and  skill  than  sufficed  in  the  early 
days ;  but  we  have  been  equal  to  the  demands  and  have  met  them 
fully.  Necessity  compelled  us  to  closer  study,  required  of  us 
creative  ingenuity  and  forced  us  to  the  solution  of  all  the  prob- 
lems with  which  we  were  confronted.  The  rapid  expansion  of  our 
experience  and  the  greater  call  upon  our  skill  involved  our  own 
education  on  a  liberal  scale.  We  have  been  brought  into  close 
contact  with  the  affairs  of  business,  of  finance,  of  management  and 
executive  control,  of  trading,  rate-making,  buying,  producing, 
transporting  and  marketing.  Heretofore  we  had  regarded  such 
matters  as  somewhat  outside  our  province,  as  matters  upon  which 
we  were  bound  to  consult  with  other  business  advisors  having 
special  skill  in  those  directions.  We  had  looked  at  them  rather 
casually  and  incidentally,  as  their  manifestations  appeared  in 
the  accounts  and  records  over  which  we  worked.  To-day  it  is 
recognized  that  our  experience  has  brought  with  it  that  special 
skill  and  judgment  which  is  required  for  the  solution  of  im- 
portant and  practical  business  questions. 

Many  of  us  can  testify  from  personal  experience  to  the  wide 
range  of  practical  business  questions  upon  which  our  advice  is 
now  sought  by  financiers,  owners,  creditors,  even  by  executives 
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and  managers.    The  questions  may  relate  to  finance,  such  as  an 
original  investment  or  purchase  or  a  subsequent  acquirement  of 
an    interest    or    the    financing    of    a    contemplated    expansion 
of  the  business  or  a  temporary  financing  necessitated  by  growing 
inventories  or  the  payment  of  cash  or  stock  dividends.    They  may 
relate  to  questions  of  business  policy,  such  as  expansion  of  the 
enterprise,  or  embarking  on  new  lines  of  trade  or  manufacture, 
acquisition  of  properties,  volume  of  output  and  its  relation  to 
overhead  expenses,  cessation  or  curtailment  of  unprofitable  lines, 
accumulation  of  inventories,  work  in  process,  or  finished  goods, 
the  question  of  branches  and  departments  and  the  policy  of  credits 
and  discounts.    They  may  relate  to  questions  of  management  and 
administration,  economical  production,  the  prevention  of  waste, 
extravagance  and  useless  expense,  even  questions  of  personnel. 
It  is  true  that  our  early  professional  training  does  not  incline 
towards  a  special  skill  in  such  practical  business  questions,  but 
the  modern  growth  of  our  service  and  opportunities  has  forced 
upon  us  a  wide  business  experience,  while  our  continual  and  close 
reading  of  the  statistics  of  both  successful  and  unsuccessful  busi- 
ness enterprises  has  necessarily  enlightened  and   informed   us. 
It  is  this  wide  knowledge  gained  by  experience  and  by  our  facility 
in  reading,  understanding  and  drawing  correct  conclusions  from 
the  business  history  of  such  enterprises  which  has  caused  our 
advice  to  be  sought  and  valued  upon  practical  business  questions. 
During  the  past  three  years  the  advisory  functions  of  the  public 
accountant  have  reached  their  highest  stage  as  a  result  of  huge 
taxes  based  upon  profits,  excess  profits  and  invested  capital.    These 
factors  of  invested  capital  and  profits  are  intimately  related  to 
what  has  been  termed  the  "essence  of  accounting,"  namely  the 
balance-sheet  and  the  profit  and  loss  account.     These  tax  laws 
are  so  saturated  with  accounting  concepts,  principles  and  termi- 
nology that  they  are  almost  unintelligible  to  laymen  and  difficult 
of   comprehension   even   by  lawyers.     The   saturation   may  be 
illustrated  by  a  recent  dictum  of  the  treasury  to  the  effect  that  a 
certain  phrase  in  the  statute  "incorporates  into  the  law  by  reference 
the  entire  body  of  principles  of  accounting  relative  to  the  determi- 
nation of  surplus."    Of  course,  such  a  dictum  will  not  bear  scru- 
tiny ;  but,  no  matter  whether  we  regard  it  as  a  rhetorical  flourish  or 
a  flight  of  exuberant  fancy  or  a  phrase  by  means  of  which  a  con- 
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tentious  subject  is  dismissed,  the  dictum  indicates  the  extent  to 
which  these  tax  laws  are  permeated  with  accounting  ideas.  They 
have  required  for  their  administration  a  mass  of  regulations  and 
decisions  still  more  impressed  with  accounting  principles  and  prac- 
tice and  equally  difficult  of  comprehension  by  the  uninitiated. 

The  advisors  responsible  for  the  decisions  upon  which  the 
administrative  tax  regulations  are  based  were  quite  aware  that 
accounting  principles  and  practice  involved  many  uncertainties, 
many  disputed  questions  and  many  divergent  usages  and  methods ; 
and,  as  Professor  Hatfield  pointed  out,  "there  is  no  ultimate 
arbiter  to  whom  appeal  can  confidently  be  made."  The  exigencies 
of  the  situation,  however,  compelled  these  advisors  to  make  deci- 
sions on  these  disputed  questions,  in  order  that  administration  of 
the  laws  might  proceed.  It  was  natural  to  expect  that  on  close 
questions  these  decisions  would  be  favorable  to  the  government  and 
equally  natural  that  the  taxpayer  who  was  placed  at  a  disad- 
vantage by  these  decisions  would  question  their  validity.  The 
disputed  points  involved  incredibly  large  sums  of  money,'  and 
taxpayers  in  their  extremity  have  been  compelled  to  call  upon  us 
for  advice  and  help  to  sustain  the  positions  and  theories  upon  which 
they  relied.  Our  advice  and  assistance  on  these  matters  have  been 
indispensable  to  the  taxpayers  and  to  the  government  during  the 
past  three  years.  In  the  near  future,  when  many  of  these  questions 
involving  immense  sums  of  money  must  be  decided  in  the  courts, 
our  advice  and  assistance  will  be  required  and  will  be  effective 
in  proportion  to  the  knowledge  and  skill  which  we  bring  to  the 
discussion  of  the  principles,  customs,  traditions,  usages  and 
methods  which  surround  the  art. 

The  larger  part  of  the  advice  required  from  us  in  these  income 
and  profits  tax  matters  deals  with  conditions  arising  from  facts 
and  business  transactions  of  the  past :  situations  the  essentials 
of  which  no  one  can  alter,  but  regarding  which  more  than  one 
interpretation  and  view  may  be  possible  and  more  than  one  treat- 
ment available.  There  is  another  class  of  tax  advice,  however, 
which  is  most  important,  and  to  which  we  may  refer  as  anticipa- 
tory or  precautionary :  a  warning  for  the  unwary  and  incautious. 
In  these  days  practically  all  substantial  business  transactions 
entail  tax  consequences,  and  the  failure  to  foresee  these  conse- 
quences may  be  very  costly.  Whether  it  concerns  the  disposal 
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of  property  of  all  kinds  or  the  terms  of  its  sale  or  the  making 
of  investments  or  the  financing  of  a  business,  or  the  form  under 
which  property  shall  be  held  or  business  conducted  or  the  liquida- 
tion of  a  business  or  the  payment  of  dividends,  we  are  forced  to 
keep  in  mind  that  all  roads  lead  to  the  tax  collector's  office.  In 
these  circumstances  it  is  not  sufficient  to  rely  upon  general  or 
even  special  knowledge  of  the  principles  and  practice  of  account- 
ancy; nor  even  upon  intimate  knowledge  of  the  anatomy  of 
these  tax  measures  and  the  infinity  of  administrative  rules  and 
regulations.  In  certain  cases,  particularly  where  unusual  trans- 
actions are  contemplated,  something  more  than  this  equipment  is 
required — and  that  is  .a  measure  of  foresight  as  to  the  position 
which  the  tax  bureau  is  likely  to  take  and  to  which  it  is  likely  to 
adhere. 

In  these  tax  matters,  most  of  the  questions  put  before  us 
involve  accounting  rules  and  practice  which  are  well  settled  and 
are  supported  by  general  usage  and  custom  and  the  weight  of 
authority.  On  the  other  hand,  many  questions  involving  large 
sums  are  brought  to  us  which  hinge  upon  accounting  uncertainties 
and  accounting  "rules  competing  for  acceptance."  There  being  no 
ultimate  arbiter  to  whom  appeal  can  confidently  be  made,  the 
advisor  is  put  upon  his  own  resources  and  must  rely  upon  ac- 
quired knowledge  of  all  phases  of  the  question  and  upon  clear 
and  skilful  presentation  of  the  issues.  Under  these  conditions,  the 
institute  is  playing  an  important  part  in  opening  the  columns  of 
THE  JOURNAL  OF  ACCOUNTANCY  to  free  and  helpful  discussion 
and  in  obtaining  the  views  of  specialists  on  accounting  questions 
peculiar  to  various  industries.  It  is  filling  the  unavoidable  gap 
in  our  accounting  manuals  and  textbooks  by  dealing  with  the 
special  problems  of  each  industry.  By  such  means,  better  than  by 
any  other,  this  institute  exerts  a  real  authority  in  accountancy 
matters,  justly  proportioned  to  its  unique  national  position. 
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EDITORIAL 

"A  Profession — Not  a  Business'* 

Probably  the  most  interesting  and  illuminating  of  the  discus- 
sions which  occurred  at  the  annual  meeting  of  the  American  Insti- 
tute of  Accountants  in  Washington  last  month  was  that  which 
concerned  the  general  question  of  advertising  and  business-seeking. 
The  result  of  the  discussion  was  a  decision  that  there  be  appointed 
a  special  committee  to  collate  specimens  of  advertising  by  account- 
ants and  to  consider  the  desirability  of  some  form  of  corporate 
propaganda  for  the  advancement  of  the  public  knowledge  of 
accountancy  and  its  merits. 

It  is  therefore  reasonable  to  suppose  that  during  the  current 
fiscal  year  of  the  institute  a  great  deal  of  attention  will  be  paid 
to  the  matter  of  publicity  on  the  part  of  accountants.  With  that 
question  there  will  certainly  be  consideration  also  of  various  prac- 
tices of  members  of  the  profession  against  which  there  is  serious 
objection  by  other  members  of  the  profession. 

Advertising  in  its  mildest  form,  such  as  the  heavy-faced  type 
in  a  telephone  directory  or  a  simple  card  of  announcement  in  a 
magazine  or  newspaper,  is  so  close  to  the  border  line  between 
what  is  ethical  and  unethical  that  it  will  probably  be  a  long  while 
before  a  definite  decision  as  to  the  propriety  of  any  given  form 
of  simple  advertising  will  be  reached.  On  the  question  of  the 
grandiloquent  assertion  of  superiority  or  the  merely  execrably 
bad  taste  of  some  other  advertisements  it  is  to  be  hoped  that  the 
institute  as  a  body  will  take  a  definite  stand  without  great  delay. 

In  the  early  days  of  the  profession  in  this  country  nearly 
everybody  advertised  in  one  way  or  another,  and  it  is  absolutely 
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certain  that  there  will  always  be  advertisement  of  a  kind — but 
that   need   not  imply  the  printed   word. 

We  have  repeatedly  affirmed  that  the  accountant's  name  at 
the  foot  of  a  published  balance-sheet  is  the  most  effective  form 
of  advertising,  and  yet  no  one  could  possibly  raise  any  objection 
thereto.  The  statement  by  a  member  of  the  institute  during  the 
discussion  in  Washington  to  the  effect  that  he  had  been  widely 
advertised  as  a  result  of  his  connection  with  a  notorious  case 
was  undoubtedly  true,  and  yet  no  one  could  object  to  such  adver- 
tising. 

A  part  of  the  time  of  the  next  meeting  is  to  be  set  aside 
for  further  discussion  of  the  question  of  publicity  in  all  its 
forms  and  it  is  hoped  that  members  and  associates  will  give  the 
matter  careful  consideration  during  the  year  so  that  they  may 
come  prepared  to  discuss  intelligently  what  has  become  one  of 
the  vital  topics  of  the  day  in  accounting. 

Anything  which  serves  clearly  to  explain  why  advertising, 
soliciting  and  the  like  are  unprofessional  should  be  given  the 
widest  circulation,  and  accordingly  we  have  asked  and  received 
permission  to  reprint  a  short  editorial  which  appeared  recently 
in  Haskins  &  Sells  Bulletin,  a  publication  restricted  in  its  circu- 
lation to  the  members  and  employees  of  the  firm. 

It  would  be  difficult  to  express  more  emphatically  and  effec- 
tively the  distinction  between  business  and  profession  than  it  is 
expressed  in  the  following  comment: 

A  profession  puts  service  above  all  else.  The  professional 
man  does  not  blatantly  advertise  his  accomplishments;  neither 
does  he  urge  his  services  unduly  on  those  who  may  have  need  of 
them. 

The  relation  between  accountant  and  client  is  like  that  which 
exists  between  physician  and  patient.  It  is  a  confidential  one. 
It  grows  out  of  a  desire  on  the  part  of  clients  for  highly  skilled 
personal  services. 

The  thought  of  a  physician  going  about  from  house  to  house 
soliciting  practice  is  exceedingly  offensive.  Imagine  a  physician 
calling  at  the  front  door  to  inquire  if  there  is  anyone  in  the  house 
with  an  organic  disease  requiring  treatment.  Imagine  his  inquir- 
ing as  to  the  attending  physician  and  what  are  his  fees.  Think 
of  his  offering  to  take  the  case  at  a  lower  figure. 

The  analogy  unfortunately  is  too  often  found  in  the  field  of 
accountancy.  There  are  those  engaged  in  professional  account- 
ing work  who  have  no  conception  of  the  ideals  of  a  profession. 
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They  go  deliberately  about  the  work  of  taking  engagements 
away  from  other  accountants.  They  canvass  the  list  of  those  who 
might  need  the  services  of  professional  accountants.  They  find 
out  who,  if  any,  are  the  accountants  retained.  They  inquire  as 
to  the  fees.  They  brazenly  offer  to  render  the  service  for  less. 

The  client,  or  the  potential  client,  not  always  grasping  as 
clearly  as  he  might  the  philosophy  underlying  the  accountancy 
profession,  is  sometimes  interested  and  afterwards  attracted  by 
the  thought  of  saving  money.  He  does  not  stop  to  consider  the 
unprofessional  tactics  of  the  solicitor.  He  overlooks  the  pos- 
sibility of  a  difference  in  the  quality  of  the  service.  He  does  not 
realize  that  the  first  price  is  only  a  scheme  for  obtaining  the 
engagement  and  that  later  the  fee  will  be  advanced.  He  possibly 
does  not  know  that  accountants  with  high  ideals  regard  their 
work  as  taking  the  form  of  professional  practice  and  not  as  a 
business. 

There  is  only  one  thing  to  do  when  some  unprofessional  con- 
temporary takes  away  an  engagement.  There  is  only  one  recourse 
when  those  who  style  themselves  professional  accountants  go 
from  office  to  office  hawking  their  wares.  The  consolation  is 
to  be  found  in  harder  work  and  better  service;  service  of  the 
kind  which  is  so  much  better  than  any  one  else  in  the  same  field 
renders,  that  those  who  have  need  of  such  service  will  get  in 
the  way  of  one  another  in  seeking  it. 

The  professional  man  is  expected  to  make  himself  known. 
The  establishment  of  acquaintance  which  comes  through  getting 
about  and  mixing  in  the  business  and  social  world  is  eminently 
proper.  The  achievement  of  that  psychological  status  which 
grows  out  of  frequent  and  intimate  meeting  with  men  of  affairs 
is  nothing  upon  which  to  frown.  Dignified,  genteel,  and  diplo- 
matic contact  with  prospective  or  potential  clients  may  not  be 
regarded  as  unethical.  But  the  professional  man  may  not  become 
a  canvasser.  He  may  not  blow  his  horn  as  does  the  peddler. 
When  he  reaches  the  stage  wherein  satisfaction  in  the  perform- 
ance of  work  well  done  means  more  to  him  than  financial  reward, 
he  will  have  attained  the  coveted  realm.  Such  is  the  concept 
which  distinguishes  a  profession  from  a  business. 


Annual  Meeting  of  the  American  Institute 
of  Accountants 

The  annual  meeting  of  the  American  Institute  of  Accountants 
held  in  Washington  last  month  was  in  many  ways  the  most  suc- 
cessful in  the  history  of  the  institute  and  of  its  predecessor,  the 
American  Association  of  Public  Accountants.  There  was  an 
average  attendance  of  approximately  150  members  at  every  session 

273 


The   Journal    of    Accountancy 

of  the  meeting  and  the  general  participation  in  discussions  indi- 
cated that  those  who  were  present  were  much  interested  in  the 
various  questions  before  the  meeting.  Where  differences  of 
opinion  existed  they  were  harmoniously  discussed,  and  the  obvious 
desire  of  every  person  present  was  the  furtherance  of  the  best 
interests  of  the  profession.  Excellent  papers  were  read;  im- 
portant changes  in  the  constitution  and  by-laws  were  approved, 
and  other  significant  things  were  accomplished. 

The  most  important  of  all,  however,  was  the  remarkable  suc- 
cess which  attended  the  effort  to  float  an  issue  of  bonds  to  cover 
the  purchase  of  the  institute's  new  building  at  135  Cedar  street, 
New  York. 

Practically  as  fast  as  the  subscriptions  could  be  noted  they 
were  received,  and  the  entire  amount,  $90,000,  was  underwritten. 
The  great  majority  of  the  subscriptions  were  in  amounts  of 
$i,ooo  and  were  distributed  from  coast  to  coast  and  from  Canada 
to  the  gulf,  as  will  be  seen  by  the  report  of  the  meeting  which 
appears  elsewhere  in  this  magazine. 
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PROCEEDINGS  OF  THE  ANNUAL  MEETING  HELD  AT  WASH- 
INGTON, DISTRICT  OF  COLUMBIA,  SEPT.  21  AND  22,  1920 

Tuesday,   September  21,    1920 — First   Session 

The  regular  annual  meeting  of  the  American  Institute  o'f  Accountants 
was  called  to  order  at  10  A.  M.,  Tuesday,  September  21,  1920,  at  the  New 
W'illard  Hotel,  Washington,  District  of  Columbia,  President  Waldron  H. 
Rand  presiding. 

The  meeting  was  opened  with  prayer  by  the  Rev.  Hamilton  P.  Fox,  of 
Washington. 

Minutes  of  the  preceding  meeting  as  published  in  the  year-book  of  1919 
were  approved  without  reading. 

The  president  then  presented  his  report,  which  was  accepted. 

The  statement  of  accounts  prepared  by  the  treasurer,  accompanied  by  the 
report  of  the  auditors,  was  read  and  accepted. 

The  secretary  announced  that  the  minute  book  of  the  council  was  on  the 
table  for  the  inspection  of  any  member  during  the  course  of  the  meeting. 

The  report  of  the  council  was  read. 

It  was  resolved  that  the  report  of  the  council  be  accepted  and  that  action 
be  taken  thereon  with  respect  to  the  recommendations  contained  in  the  report. 

The  first  recommendation  in  the  report  was  to  the  effect  that  members 
be  asked  to  subscribe  to  $90,000  of  7%  20-year  bonds  to  be  issued  by  the 
real  estate  corporation  to  be  formed  to  hold  the  property  at  135  Cedar  street, 
New  York,  contract  for  purchase  of  which  on  behalf  of  the  institute  had 
been  made. 

Reports  of  the  sub-committee  containing  subscription  blanks  were  dis- 
tributed. 

After  further  explanation  of  the  matter  by  Arthur  W.  Teele,  Edward  E. 
Gore  and  the  secretary,  members  were  invited  to  subscribe. 

At  the  suggestion  of  a  member  that  subscriptions  of  less  than  $1,000  be 
accepted,  a  few  smaller  subscriptions  were  made.  The  total  amount  sub- 
scribed by  members  and  associates  was  $82,800,  most  of  which  was  sub- 
scribed in  sums  of  $1,000. 

It  was  announced  that  the  difference  between  the  sum  subscribed  and  the 
total  amount  required  had  been  underwritten  by  several  of  the  larger  firms, 
on  the  understanding  that  any  members  who  had  not  srbscribed  at  the 
meeting  and  desired  to  participate  would  be  able  to  do  so  upon  application 
to  the  secretary,  provided  the  supply  of  available  bonds  was  not  exhausted. 
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Subscriptions  were  made  by  the  following : 


Albert  T.  Bacon,  Chicago 

Barrow,  Wade,  Guthrie  &  Co.  New 

York 

R.  J.  Beaman,  Cincinnati 
T.  W.  Betak,  Chicago 
George  L.  Bergen,  New  York 
John  A.  Bowman,  Columbus 
Harvey  S.  Chase  &  Co.,  Boston 
Earl  S.  Clark,  Providence 
L.  P.  Collins,  Pittsburgh 
Walter  A.  Coy,  Cleveland 
J.  D.  M.  Crockett,  St.  Louis 
Ernest  Crowther,  Pittsburgh 
Robert  Douglas,  Boston 
Robert  Dysart,  Boston 
Lewis  G.  Fisher,  Providence 
Edward  E.  Gore,  Chicago 
Elmer  L,  Hatter,  Baltimore 
Charles  L.  Hehl,  Baltimore 
W.  P.  Hilton,  Norfolk 

E.  R.  Hudders,  New  York 

F.  H.  Hurdman,  New  York 
Hutchinson  &  Smith,  Dallas 
Benjamin  Jacobs,  New  York 
David  A.  Jayne,  Charleston,  W.  Va. 
J.  Porter  Joplin,  Chicago 

Jordan  &  Jordan,  Portland,  Me. 

Kohr,  Brubaker  &  Fisher,  Cleveland 

John  J.  Lang,  St.  Louis 

W.  E.  Langdon,  Columbus 

Charles  H.  Langer,  Chicago 

Page  Lawrence,  Denver 

Loomis,    Suffern    &    Fernald,    New 

York 
Lybrand,  Ross  Bros.  &  Montgomery, 

Philadelphia 


John  C.  McAlpine,  Philadelphia 
W.  R.  Mackenzie,  Portland,  Ore. 
J.  S.  Matteson,  Duluth 
Meldrum  &  Meldrum,  Louisville 
Orlando  C.  Moyer,  Boston 
Mucklow  &  Ford,  Jacksonville 
Nau,  Rusk  &  Swearingen,  Cleveland 
Maurice  E.  Peloubet,  New  York 
Peter  &  Moss,  Dallas 
Pogson,  Peloubet  &  Co.,  New  York 
Joseph  M.  Pugh,  Philadelphia 
Waldron  H.  Rand,  Boston 
George  Rea,  Newark,  N.  J. 
Ernest  Reckitt,  Chicago 
Seth  L.  Roberts,  Portland,  Ore. 
Adam  A.  Ross,  Philadelphia 
John  R.  Ruckstell,  San  Francisco 
Scovell,  Wellington  &  Co.,  Boston 
E.  W.  Sells,  New  York 

E.  G.  Shorrock,  Seattle 
Arthur  B.  Sinclair,  New  York 
William  A.  Smith  &  Co.,  Memphis 
W.  T.  Sunley,  Detroit 

W.  S.  Sutton,  Pittsburgh 
Max  Teichmann,  Baltimore 
Herbert  M.  Temple,  St.  Paul 
T.  A.  Thurston,  El  Paso 
Touche,  Niven  &  Co.,  New  York 
Vannais,  Troub  &  Co.,  Hartford 
W.  F.  Weiss,  New  York 
James  F.  Welch,  Paterson,  N.  J. 

F.  F.  White,  Montclair,  N.  J. 
W.  S.  Whittlesey,  New  York 
John  R.  Wildman,  New  York 
Raymond  D.  Willard,  Boston 


The  next  recommendation  in  the  report  of  the  council  was  to  the  effect 
that  rule  n  of  the  rules  of  professional  conduct  should  be  amended  by 
omitting  the  last  sentence  in  the  rule.  As  amended  the  rule  would  then 
read: 

"No  member  shall  render  professional  service,  the  anticipated  fee  for 
which  shall  be  contingent  upon  his  findings  and  results  thereof." 

It  was  moved,  seconded  and  unanimously  resolved  that  the  recommenda- 
tion be  adopted. 
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The  report  of  the  committee  on  constitution  and  bylaws  recommended 
by  the  council  for  action  by  the  institute  was  next  considered. 

The  following  amendments  were  unanimously  adopted : 

Constitution:     Article  II,  section  2,  add  a  new  paragraph. 

"(d)  Accountants  in  practice  who  shall  present  evidence  of  preliminary 
education  satisfactory  to  the  board  of  examiners,  who  shall  have  been  in 
practice  on  their  own  account  or  in  the  employ  of  a  practising  accountant 
for  not  less  than  ten  years,  one  year  of  which  shall  have  immediately  pre- 
ceded date  of  application,  who  shall  be  recommended  by  the  board  of  ex- 
aminers after  examination  and  elected  by  the  council." 

Article  III,  section  3,  after  the  word  "secretary"  on  the  first  line  add 
"of  the  institute." 

As  amended  the  section  would  then  read : 

"Section  3.  The  council  shall  elect  a  secretary  of  the  institute  who  shall 
also  act  as  an  executive  officer  under  the  direction  of  the  council.  The 
secretary  may  be  chosen  from  without  the  membership  of  the  institute,  but 
he  shall  have  the  privilege  of  the  floor  at  meetings  of  the  institute,  the 
council  and  the  executive  committee. 

Article  IV,  section  3.    Add  at  end  of  section : 

"In  lieu  of  a  meeting  of  a  committee  the  chairman  may  submit  any 
question  to  its  own  members  for  vote  by  correspondence,  and  any  action 
approved  in  writing  by  not  less  than  two-thirds  of  the  whole  committee  shall 
be  declared  an  act  of  the  committee." 

Bylaws:  Article  IV,  section  3.  From  fourth  line  delete  "$15.00"  and 
insert  "$25.00." 

The  section  as  amended  would  then  read : 

"Section  3.  The  dues  for  each  fiscal  year  shall  include  subscription  to 
THE  JOURNAL  OF  ACCOUNTANCY  and  to  the  year-book  of  the  institute  and 
shall  be  as  follows: 

"By  each  member $25.00 

"By  each  associate 10.00" 

The  following  proposed  amendment  was  read: 

Article  IV,  section  4.    Add  at  end  of  section : 

"Members  and  associates  of  the  institute  who  shall  have  been  members 
or  associates  in  good  standing  for  ten  years  may,  upon  reaching  the  age 
of  seventy  years,  be  exempt  from  further  payment  of  dues." 

The  following  resolution  was  moved  and  seconded : 

Resolved,  that  the  motion  to  adopt  the  proposed  amendment  to  article 
IV,  section  4  of  the  bylaws,  be  referred  for  reconsideration  and  report  at 
the  annual  meeting  of  1921. 

The  motion  was  carried. 
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In  response  to  requests  the  report  of  the  special  committee  on  admin- 
istration of  endowment  was  read  for  the  information  of  members. 

The  following  resolution  was  adopted : 

Resolved,  that  the  acts  of  the  council  during  the  past  year  be  and 
hereby  are  ratified  and  confirmed. 

The  following  resolution  was  moved  and  seconded : 

Resolved,  that  the  committee  on  professional  ethics  and  the  council  of 
the  institute  sitting  as  a  trial  board  be  and  hereby  are  instructed  neither  to 
present,  entertain  nor  hear  any  complaint  against  a  member  of  the  institute 
alleging  a  violation  of  any  of  its  rules  or  bylaws  when  such  complaint  is 
made  by  an  employee  or  former  employee  of  such  member,  and  is  predicated 
on  knowledge  derived  in  consequence  or  because  of  such  employment. 

It  was  moved  as  an  amendment  that  consideration  of  the  matter  be  post- 
poned until  the  following  day. 

The  amendment  was  put  to  vote  and  lost. 

The  original  motion  was  put  to  vote  and  lost. 

Tuesday,  September  21,  1920 — Second  Session 

The  meeting  was  called  to  order  at  2  P.  M. 

A  paper  entitled  Supervising  the  Work  of  the  Accounting  Staff,  by  John 
R.  Wildman,  was  read  and  followed  by  discussion. 

Edward  E.  Gore,  appointed  as  a  committee  of  one  by  the  president  to 
prepare  resolutions  relative  to  the  deaths  of  members  and  associates  of  the 
institute  which  had  occurred  during  the  past  year,  presented  the  following 
report : 

To  the  president  and  members  of  the  American  Institute  of  Accountants. 
GENTLEMEN: 

Your  committee  appointed  to  give  expression  to  the  feeling  of  the 
institute  occasioned  by  the  death  of  certain  of  its  members  occurring  within 
the  year  now  closing,  respectfully  submits  the  following  resolution  to  be 
communicated  to  the  family  of  each  member  deceased  within  the  year : 

"Resolved,  that  the  members  of  the  American  Institute  of  Accountants 
learn  of  the  death  of  their  fellow  member  with  profound  sorrow  and  extend 
to  his  family  their  sincere  sympathy,  asking  as  his  friends  the  privilege  of 
sharing  the  grief  which  those  nearer  to  him  are  called  upon  to  endure." 

The  committee  submits  that  form  of  resolution  to  apply  to  each  of  the 
deceased  members  named  in  the  report  of  the  secretary.  With  respect  to 
two  of  the  members  who  have  died,  who  were  men  of  outstanding  accom- 
plishments and  of  great  prominence  in  the  institute,  the  committee  makes  a 
special  report  and  recommends  the  adoption  of  the  following  resolutions : 

The  American  Institute  of  Accountants  in  annual  meeting  assembled, 
being  apprised  of  the  death  of  Seymour  Walton,  one  of  its  first  members  and 
for  many  years  a  leader  in  accountancy  education,  deeires  to  record  its  ap- 
preciation of  him  as  a  gentleman  of  culture,  as  a  practising  accountant  of 
high  standing  and  as  an  educator  of  the  first  class. 

It  further  desires  to  record  the  grief  of  its  members  that  their  friend  and 
colleague  has  been  taken  from  them,  and  that  the  gentleness  of  his  manner 
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and  the  charm  of  his  presence  and  his  conversation  have  become  naught 
but  a  memory. 

And  it  further  desires  to  record  its  feeling  of  obligation  to  him  for  the 
great  work  he  has  performed  in  its  behalf,  in  behalf  of  the  literature  of  hii 
profession  and  in  behalf  of  those  who  are  to  be  the  standard  bearers  of 
the  accountancy  of  the  future. 


The  American  Institute  of  Accountants  learns  of  the  tragic  and  untimely 
death  of  Charles  Neville,  one  of  its  honored  members,  with  the  deepest  grief 
and  the  most  sincere  regret. 

It  recalls  the  splendid  service  he  has  rendered  as  a  member  of  its  council. 

It  is  mindful  of  his  fidelity  to  the  interests  of  his  clients  and  to  the 
best  traditions  of  his  profession  as  a  practising  public  accountant. 

It  remembers  the  great  service  he  so  loyally  and  unselfishly  rendered  to  his 
country  in  the  darkening  hours  of  war  and  in  the  brighter  days  thereafter. 

And  with  these  memories  before  it  the  American  Institute  of  Accountants 
realizes  and  states  its  appreciation  of  Charles  Neville  as  an  accountant,  as 
a  counselor  and  as  a  patriot,  and,  while  expressing  to  his  bereaved  family  its 
sympathy  in  this  sad  hour,  it  claims  a  solemn  pride  in  him  and  in  what  he 
has  accomplished. 

The  report  of  the  committee  was  unanimously  adopted. 

It  was  resolved  that  the  resolutions  adopted  with  respect  to  Seymour 
Walton  and  Charles  Neville  be  suitably  engrossed  and  furnished  to  the 
respective  families  of  the  deceased  members. 

A  paper  entitled  The  Growth  and  Effect  of  Branch  Offices,  by  Frederick 
A.  Ross,  was  read. 

Wednesday,  September  22,    1920 — First   Session 

The  meeting  was  called  to  order  at  10  A.  M. 

The  following  officers  and  members  of  the  council  were  unanimously 
elected : 

President:    Carl  H.  Nau. 

Vice-presidents :    T.  Edward  Ross,  W.  P.  Hilton. 

Treasurer :     J.  E.  Sterrett. 

Council  for  five  years : 

John  F.  Forbes. 

J.  Porter  Joplin. 

Waldron  H.  Rand. 

F.  A.  Ross. 

Frederic  A.  Tilton. 

Elijah  W.  Sells. 

William  Jeffers  Wilson. 

Council  for  four  years  : 
Ernest  Crowther. 

Council  for  two  years : 

Gifford  E.  Iszard. 
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Council  for  one  year:  > 

John  R.  Ruckstell. 
Joseph  P.  Hutchinson. 

Upon  his  election  as  president  of  the  institute,  Carl  H.  Nau  assumed 
the  chair. 

The  chairman  called  upon  George  Edwards,  of  Toronto,  representing  the 
Dominion  Association  of  Chartered  Accountants,  to  address  the  meeting. 

Mr.  Edwards  expressed  his  appreciation  of  the  welcome  accorded  to  him 
and  the  hope  that  accountants  of  Canada  and  the  United  States  would  be 
brought  nearer  together. 

A  letter  was  read  from  Charles  R.  Trobridge,  who  had  attended  a  meet- 
ing at  the  treasury  department  for  consideration  of  forms  for  federal  tax 
returns,  asking  that  members  having  suggestions  to  make  relative  to  forms 
should  communicate  with  the  institute  without  delay. 

The  chairman  announced  that  accountants  representing  certain  groups 
of  states  would  hold  meetings  immediately  following  the  session  then  in 
progress  to  discuss  arrangements  for  holding  regional  meetings  as  outlined 
in  the  report  of  the  executive  committee. 

Walter  Mucklow,  of  Florida,  moved  the  appointment  of  a  committee 
on  terminology  to  carry  on  the  work  of  similar  committees  of  past  years. 

The  motion  was  seconded  and  adopted. 

The  chairman  called  upon  W.  Sanders  Davies,  chairman  of  the  committee 
on  ethical  publicity,  to  discuss  the  subject  of  advertising. 

Mr.  Davies'  remarks  were  followed  by  general  discussion. 

It  was  moved  and  seconded  that  the  discussion  be  printed  in  the  form  of 
a  confidential  circular  and  distributed  to  the  members. 

The  motion  was  lost. 

The  names  of  Horace  P.  Griffith  and  Edward  P.  Moxey,  both  of  Penn- 
sylvania, were  placed  in  nomination  for  auditors  for  the  current  fiscal  year. 

The  members  nominated  were  unanimously  elected. 

It  was  moved  and  seconded  that  the  programme  of  the  annual  meeting 
of  1921  should  provide  a  definite  place  for  further  discussion  of  the  subject 
of  advertising  and  publicity  in  general. 

The  motion  was  adopted. 

Upon  motion,  duly  seconded,  it  was  unanimously  resolved  that  the  meet- 
ing extend  a  vote  of  thanks  to  the  board  of  examiners  for  the  great  services 
performed  by  that  board. 

A  rising  vote  of  thanks  was  accorded  to  Will-A.  Clader  and  A.  M. 
Pullen,  of  the  committee  on  meetings. 

A  rising  vote  of  thanks  was  given  to  Waldron  H.  Rand,  retiring  presi- 
dent, for  his  faithful  services. 

Wednesday,   September  22,   1920 — Second   Session 
A  paper  by  William  B.  Gower,  entitled  Advisory  Accountancy,  was  read. 
A  rising  vote  of  thanks  was  given  to  Mr.  Wildman,  Mr.  Ross  and  Mr. 
Gower  for  the  papers  which  they  had  presented. 
The  meeting  adjourned  sine  die. 
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COUNCIL 

Regular  Meeting,  Monday,  September  20,  1920 
The  regular  meeting  of  the  council  of  the  American  Institute  of  Ac- 
countants was  called  to  order  at  10  A.  M.,  Monday,  September  ao,  1920, 
at  the  New  Willard  Hotel,  Washington,  District  of  Columbia. 
The  following  were  present: 

Waldron  H.  Rand,  president,  in  the  chair. 
Arthur  W.  Teele,  vice-president. 
J.  E.  Sterrett,  treasurer. 
A.  P.  Richardson,  secretary. 

Harvey  S.  Chase  W.  R.  Mackenzie    , 

Hamilton  S.  Corwin  J.  Edward  Masters 

J.  D.  M.  Crockett  James  S.  Matteson 

W.  Sanders  Davies  Overton  S.  Meldrum 

John  F.  Forbes  Walter  Mucklow 

J.  S.  M.  Goodloe  John  B.  Niven 

Edward  E.  Gore  Adam  A.  Ross 

Elmer  L.  Hatter  W.  Ernest  Seatree 

William  P.  Hilton  E.  G.  Shorrock 

J.  Porter  Joplin  W.  A.  Smith 

F.  W.  Lafrentz  Edward  L.  Suffern 

Page  Lawrence  C.  M.  Williams 

The  meeting  was  opened  with  prayer. 

The  minutes  of  the  preceding  meeting  as  printed  and  distributed  were 
approved. 

The  secretary  announced  that  the  minutes  of  the  executive  committee  were 
on  the  table  and  would  remain  for  the  inspection  of  any  member  of  the 
council  during  the  course  of  the  meeting. 

Records  of  mail  ballots  Nos.  10  and  II  were  read  and  approved. 
The  meeting  adjourned  to  convene  as  a  trial  board. 
The  following  were  present : 

Harvey  S.  Chase  Overton  S.  Meldrum 

Hamilton  S.  Corwin  Walter  Mucklow 

J.  D.  M.  Crockett  Carl  H.  Nau 

W.  Sanders  Davies  John  B.  Niven 

John  F.  Forbes  Waldron  H.  Rand 

J.  S.  M.  Goodloe  Ernest  Reckitt 

Edward  E.  Gore  Adam  A.  Ross 

Elmer  L.  Hatter  W.  Ernest  Seatree 

William  P.  Hilton  E.  G.  Shorrock 

J.  Porter  Joplin  W.  A.  Smith 

F.  W.  Lafrentz  J.  E.  Sterrett 

Page  Lawrence  Edward  L.  Suffern 

W.  R.  Mackenzie  Arthur  W.  Teele 

J.  Edward  Masters  F.  F.  White 

James  S.  Matteson  C.  M.  Williams 
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F.  F.  White,  representing  the  committee  on  professional  ethics,  appeared 
in  support  of  charges  preferred  by  a  member  of  the  institute  against  another 
member,  to  the  effect  that  such  member  had  infringed  the  rules  of  the 
institute,  in  that  in  violation  of  the  second  rule  of  the  rules  of  professional 
conduct  of  the  institute  he  did  prepare  a  certain  balance-sheet  which  con- 
tained an  essential  mis-statement  of  fact  or  omission  therefrom  of  such  a 
fact  as  would  amount  to  an  essential  mis-statement,  and  did  so  prepare  such 
balance-sheet  either  wilfully  or  with  such  gross  negligence  as  to  be  inex- 
cusable. 

This  complaint  had  been  considered  by  the  committee  on  professional 
ethics,  which  found  prima  facie  evidence  of  a  breach  of  rule  2,  and  had  so 
reported  to  the  executive  committee,  which  in  turn  had  prepared  formal 
charges  against  the  member  accused. 

Complainant  and  respondent  presented  their  evidence  in  person. 

After  consideration  of  the  evidence  the  following  resolution  was  adopted: 

Resolved,  that  the  accused  member  be  found  guilty  of  violation  of  rule 
2  of  the  rules  of  professional  conduct,  and  that  the  council  in  admonishing 
such  member  does  not  wish  to  add  any  punishment  in  view  of  the  fact  that 
he  has  unconditionally  stated  to  the  council  that  he  was  in  error  in  having 
concealed  certain  facts,  and  that  he  did  not  propose  to  do  anything  of  a  like 
nature  in  the  future. 

It  was  further  resolved  that  the  institute  looks  with  disfavor  on  the 
concealment  of  any  material  facts  in  the  preparation  of  a  balance-sheet, 
operating  statement  or  other  statement  or  in  any  publication  thereof. 

It  was  resolved  that  the  findings  of  the  trial  board  be  published  without 
the  names  of  the  parties  concerned. 

The  trial  board  adjourned. 

The  council  convened. 

The  statements  of  accounts  prepared  by  the  treasurer  were  submitted  and 
accepted. 

A  summary  of  the  report  of  the  board  of  examiners  was  read.  The 
report  was  accepted  and  ordered  printed  in  the  year-book. 

A  supplementary  report  of  the  board  of  examiners  recommending  the 
election  of  certain  applicants  as  members  or  associates  was  unanimously 
adopted,  and  the  applicants  were  declared  elected. 

The  report  of  the  committee  on  professional  ethics  was  read  and  ac- 
cepted. It  was  resolved  that  the  recommendations  contained  in  the  report 
be  considered  separately. 

It  was  resolved  that  the  recommendation  of  the  committee  that  rule  II 
be  amended  by  the  omission  of  the  last  sentence  be  referred  to  the  institute 
for  action. 

The  recommendation  of  the  committee  that  rule  2  be  amended  by  in- 
serting after  the  words  "essential  mis-statement"  in  the  fourth  line  a  further 
clause,  "or  a  failure  to  put  prospective  investors  on  notice  in  respect  of  an 
essential  or  material  fact  not  specifically  shown  in  the  balance-sheet  itself," 
was  unanimously  adopted. 
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As  amended  the  rule  reads : 

(2)  The  preparation  and  certification  of  exhibits,  statements,  schedules 
or  other  forms  of  accountancy  work,  containing  an  essential  mis-statement 
of  fact  or  omission  therefrom  of  such  a  fact  as  would  amount  to  an  essen- 
tial mis-statement  or  a  failure  to  put  prospective  investors  on  notice  in 
respect  of  an  essential  or  material  fact  not  specifically  shown  in  the  balance- 
sheet  itself,  shall  be,  ipso  facto,  cause  for  expulsion  or  for  such  other  dis- 
cipline as  the  council  may  impose  upon  proper  presentation  of  proof  that 
such  mis-statement  was  either  willful  or  was  the  result  of  such  gross 
negligence  as  to  be  inexcusable. 

The  report  of  the  executive  committee  was  read. 

It  was  moved  and  seconded  that  the  report  be  received  and  the  recom- 
mendations be  adopted,  except  those  recommendations  which  should  be 
referred  to  the  meeting  of  the  inst:  ute. 

The  motion  was  carried. 

It  was  moved  that  all  acts  of  the  executive  committee  during  the  year 
be  approved  and  ratified. 

The  motion  was  seconded  and  adopted. 

The  recommendation  of  the  committee  that  the  report  of  the  sub- 
committee on  building  should  be  referred  to  the  institute  was  unanimously 
adopted. 

The  recommendation  of  the  committee  that  the  council  approve  the  pro- 
posed increase  of  dues  of  members,  and  that  such  increase  be  made  retro- 
active to  September  ist  was  unanimously  adopted. 

The  recommendation  of  the  committee  that  the  letters  C.  P.  A.  and  every 
other  designation  be  omitted  from  the  certificates  of  membership  or  any 
other  publication  of  the  institute,  such  as  year-book,  etc.,  was  unanimously 
adopted. 

The  recommendation  of  the  committee  that  the  executive  committee  be 
authorized  to  pay  the  dues  of  members  in  financial  difficulties  was  unani- 
mously adopted. 

The  recommendation  that  a  new  committee  be  appointed  to  consider  the 
question  of  chapter  formation  and  that  no  further  action  be  taken  at  this 
time  was  unanimously  adopted. 

The  report  of  the  committee  on  budget  and  finance  was  read. 

It  was  resolved  that  an  additional  appropriation  of  $1,000  for  the  pur- 
chase of  printing  appliances  for  the  offices  of  the  institute  be  added  to  the 
budget. 

The  budget  as  amended  was  adopted. 

On  motion  it  was  resolved  that  reading  of  the  report  of  the  committee 
on  constitution  and  by-laws  be  omitted,  in  view  of  the  fact  that  the  report 
had  been  printed  and  distributed  to  all  members  c  f  the  institute. 

It  was  resolved  that  the  report  be  referred  for  action  to  the  institute. 

The  chairman  of  the  committee  on  ethical  publicity  stated  that  his  com- 
mittee had  no  written  report  to  make  and  expressed  the  opinion  that  until 
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all  members  agreed  not  to  advertise  in  any  way  the  labors  of  his  committee 
would  be  largely  wasted. 

The  oral  report  of  the  chairman  was  accepted. 

It  was  resolved  that  a  committee  be  appointed  to  draft  resolutions  relative 
to  the  deaths  of  Seymour  Walton  and  Charles  Neville  and  other  members 
of  the  institute  who  had  died  during  the  past  year. 

A  summary  of  the  report  of  the  committee  on  federal  legislation  was 
read.  The  report  was  accepted  and  ordered  printed  in  the  year-book. 

The  report  of  the  committee  on  publication  was  read. 

It  was  moved  and  seconded  that  the  report  be  accepted  and  that  the 
recommendations  contained  in  the  report  be  approved. 

The  motion  was  unanimously  adopted. 

The  report  of  the  committee  on  nominations  was  read  and  accepted. 

The  report  of  the  committee  on  state  legislation  was  read  and  accepted. 

The  report  of  the  special  committee  on  procedure  was  presented  and  was 
approved  for  publication  in  the  year-book. 

The  report  of  the  special  committee  on  administration  of  endowment  was 
read  and  accepted. 

The  report  of  the  committee  on  increased  membership  was  read  and 
accepted. 

Under  the  heading  of  new  business  a  letter  was  read  from  a  member  of 
the  institute  complaining  against  a  circular  issued  by  a  firm  consisting  of 
members  of  the  institute. 

It  was  moved  that  the  matter  be  referred  to  the  committee  on  ethical 
publicity. 

An  amendment  was  offered  to  the  effect  that  in  addition  to  referring  the 
matter  to  the  committee  on  ethical  publicity  the  council  should  go  on  record 
as  disapproving  the  issuance  of  such  circulars  by  any  members  of  the 
institute. 

The  amendment  was  adopted. 

The  original  motion  as  amended  was  adopted. 

The  meeting  adjourned. 

COUNCIL 

Regular  Meeting,  Thursday,  September  23,  1920 
The  regular  meeting  of  the  council  of  the  American  Institute  of  Ac- 
countants was  called  to  order  at  10  A.  M.,  Thursday,  September  23,  1920,  at 
the  New  Willard  Hotel,  Washington,  District  of  Columbia. 
The  following  were  present : 

Carl  H.  Nau,  president,  in  the  chair. 
W.  P.  Hilton,  vice-president. 
T.  Edward  Ross,  vice-president. 
J.  E.  Sterrett,  treasurer. 
A.  P.  Richardson,  secretary. 
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Harvey  S.  Chase  Page  Lawrence 

Hamilton  S.  Corwin  W.  R.  Mackenzie 

J.  D.  M.  Crockett  Overton  S.  Meldrum 

Ernest  Crowther  Waldron  H.  Rand 

W.  Sanders  Davies  Ernest  Reckitt 

John  F.  Forbes  F.  A.  Ross 

J.  S.  M.  Goodloe  John  R.  Ruckstell 

Edward  E.  Gore  W.  Ernest  Seatree 

Elmer  L,  Hatter  W.  A.  Smith 

J.  E.  Hutchinson  Edward  L.  Suffern 

Clifford  E.  Iszard  C.  M.  Williams 

J.  Porter  Joplin  William  Jeffers  Wilson 

Carl  H.  Nau  was  unanimously  elected  chairman  of  the  council. 
A.    P.   Richardson  was  unanimously  elected   secretary  of  the  institute 
for  the  current  fiscal  year. 

A.  P.  Richardson  was  elected  secretary  of  the  council  and  secretary  of 
all  committees,  standing  and  special,  for  the  current  fiscal  year. 

The  following  nominations  for  members  of  the  executive  committee  were 
made: 

Hamilton  S.  Corwin  T.  Edward  Rass 

W.  Sanders  Davies  E.  W.  Sells 

John  B.  Niven 

It  was  moved  and  seconded  that  these  members  be  elected  members  of  the 
executive  committee. 

The  motion  was  unanimously  adopted. 

It  was  moved  that  the  following  be  elected  members  of  the  committee  on 
professional  ethics  for  the  current  fiscal  year: 

F.  F.  White  J.  Porter  Joplin 

J.  D.  M.  Crockett  J.  E.  Masters 

John  F.  Forbes 

The  motion  was  uanimously  adopted. 

John  F.  Forbes,  Charles  E.  Mather  and  Waldron  H.  Rand  were  nominated 
as  members  of  the  board  of  examiners  for  the  term  of  three  years  to  fill 
the  vacancies  caused  by  the  expiration  of  the  terms  of  Waldron  H.  Rand, 
Charles  S.  Ludlam  and  H.  Ivor  Thomas. 

The  members  named  were  unanimously  elected. 

It  was  resolved  that  the  secretary's  salary  be  paid  as  provided  in  the 
budget. 

J.  S.  M.  Goodloe  asked  permission  to  supplement  the  report  presented 
by  the  former  committee  on  state  legislation,  to  the  effect  that  in  view  of  the 
representations  made  by  the  secretary  and  treasurer  of  the  Oklahoma  state 
board  of  accountancy,  the  committee  recommend  that  the  council  record  its 
approval  of  the  Oklahoma  C.  P.  A.  law  as  at  present  administered. 

The  motion  was  seconded. 
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The  following  substitute  motion  was  made : 

Resolved,  that  the  negotiations  sought  to  be  undertaken  by  the  Okla- 
homa board  of  accountancy  be  referred  first  to  the  board  of  examiners  of 
the  institute  for  approval,  and  the  board  of  examiners  be  instructed  to  report 
immediately  to  the  executive  committee,  to  which  is  given  power  to  act  on 
behalf  of  the  council  in  recognition  of  the  present  administration  of  the 
Oklahoma  law  as  satisfactory  to  the  institute. 

The  substitute  motion  was  adopted. 

It  was  moved,  in  view  of  the  statement  of  the  executive  committee  that 
donations  to  the  endowment  fund  had  been  disallowed  as  donations  in  com- 
puting taxable  net  income,  and  in  view  of  a  further  statement  from  the 
commissioner  of  internal  revenue  in  a  letter  to  the  secretary  that  he  held 
such  donations  to  the  endowment  fund  of  the  institute  as  not  deductible, 
that  the  matter  be  referred  to  the  executive  committee  with  full  power  to 
act,  whether  that  action  be  in  the  nature  of  causing  a  new  corporation  to  be 
formed  to  carry  on  the  work  of  the  endowment  fund  or  such  other  steps  as 
may  seem  advisable. 

The  motion  was  adopted. 

It  was  resolved  that  a  committee  be  appointed  by  the  president  to  con- 
sider the  matter  of  propaganda  in  regard  to  the  value  of  accounting  services, 
and  that  such  committee  be  requested  to  collect  as  far  as  practicable  adver- 
tising matter  issued  by  accounting  firms  and  individual  accountants,  and  to 
have  such  matter  reproduced  and  copies  sent  to  all  members  of  the  institute, 
so  that  at  the  time  of  the  next  annual  meeting  members  could  come  with 
a  definite  notion  of  the  question  of  advertising  which  would  be  under  dis- 
cussion at  that  time. 

The  motion  was  adopted. 

The  chair  appointed  Arthur  W.  Teele,  John  F.  Forbes,  J.  E.  Sterrett  and 
W.  Sanders  Davies  members  of  the  committee. 

It  was  resolved  that  the  sum  of  $500.00  should  be  appropriated  for  the 
use  of  the  committee. 

It  was  resolved  that  the  name  of  the  committee  should  be  the  special  com- 
mittee on  professional  advancement. 

The  meeting  adjourned  sine  die. 
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EDITED  BY  STEPHEN  G.  RUSK 

There  have  been  many  treasury  decisions  accumulated  since  the  last  issue 
of  THE  JOURNAL  OF  ACCOUNTANCY,  and  the  subject  matter  is  so  varied  and 
interesting  that  we  recommend  for  them  a  careful  reading.  Because  of  the 
number  and  the  amount  of  space  that  the  publication  of  these  decisions  will 
occupy  we  refrain  from  comment  thereon,  except  to  point  out  a  few  ol 
special  interest. 

Treasury  decision  No.  3050  is  especially  interesting,  and  should  have  careful 
consideration  by  accountants  in  states  that  have  enacted  inheritance-tax 
laws,  for  it  sets  forth  succinctly  why  inheritance  taxes  are  not  deductible  in 
computing  federal  income  taxes. 

Stock  dividends,  as  distinguished  from  cash  dividends,  are  the  subject 
matter  of  treasury  decision  No.  3052. 

Rules  are  laid  down  in  treasury  decision  3058  for  the  inventorying  of 
merchandise  by  dry-goods  dealers. 

The  above-mentioned  decisions,  together  with  those  treating  of  depletion 
of  combined  oil  and  gas  wells  and  various  other  matters,  will  be  found  well 
worth  a  few  hours'  time  of  any  one  whose  opinion  is  sought  upon  income- 
tax  matters. 

(T.  D.  3047,  July  24,  1920) 

Income  tax 

Section  203,  revenue  act  of  1918 — Inventories  at  market — Regulations  No.  45 

amended 

Article  1584,  regulations  No.  45,  is  hereby  amended  to  read  as  follows : 

ART.  1584.  Inventories  at  market — Market  means  the  current  bid  price 
prevailing  at  the  date  of  the  inventory  for  the  particular  merchandise,  and 
is  applicable  to  goods  purchased  and  on  hand  and  to  basic  materials  in  goods 
in  process  of  manufacture  and  in  finished  goods  on  hand,  exclusive,  however, 
of  goods  on  hand  or  in  process  of  manufacture  for  delivery  upon  firm  sales 
contracts  at  fixed  prices  entered  into  before  the  date  of  the  inventory,  which 
goods  must  be  inventoried  at  cost.  Where  no  open-market  quotations  are 
available  the  taxpayer  must  use  such  evidence  of  a  fair  market  price  at  the 
date  or  dates  nearest  the  inventory  as  may  be  available  to  him,  such  as 
specific  transactions  in  reasonable  volume  entered  into  in  good  faith,  or  com- 
pensation paid  for  cancellation  of  contracts  for  purchase  commitments.  The 
burden  of  proof  will  rest  upon  the  taxpayer  in  each  case  to  satisfy  the  com- 
missioner of  the  correctness  of  the  prices  adopted.  It  is  recognized  that  in 
the  latter  part  of  1918,  by  reason  among  other  things  of  governmental  con- 
trol not  having  been  relinquished,  conditions  were  abnormal  and  in  many 
commodities  there  was  no  such  scale  of  trading  as  to  establish  a  free  market. 
In  such  a  case,  when  a  market  has  been  established  during  the  succeeding 
year,  a  claim  may  be  filed  for  any  loss  sustained  in  accordance  with  the  pro- 
visions of  section  214  (a)  (12)  or  section  234  (a)  (14)  of  the  statute.  See 
articles  261-268. 
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(T.  D.  3048,  July  26,  1920) 
Income  tax — Decision  of  court 

Interest  which  accrued  prior  to  1909  and  was  paid  in  191 1  was  not  income 
within  the  provisions  of  the  excise  tax  law  of  1909. 

The  appended  decision  of  the  United  States  district  court  of  Minnesota, 
handed  down  in  March,  1920,  in  the  case  of  Northern  Pacific  Railway  Co., 
plaintiff,  v.  Lynch,  collector,  is  published  for  the  information  of  internal 
revenue  officers  and  others  concerned. 

District  court  of  the  United  States  of  the  district  of  Minnesota.    No.  1005 
Northern  Pacific  Railway  Co.,  plaintiff,  v.  Edward  J.  Lynch,  collector  of 
internal   revenue,  defendant 

Pursuant  to  stipulation  of  the  parties  waiving  a  jury  duly  filed,  this  case 
comes  on  for  hearing  before  the  undersigned  without  a  jury  at  St.  Paul  on 
the  22d  day  of  March,  1920,  Charles  W.  Bunn  appearing  for  the  plaintiff 
and  Alfred  Jaques  for  the  defendant. 

The  court,  having  heard  the  parties,  finds  as  facts : 

I.  The  item,  interest  on  advances  to  Spokane,  Portland  &  Seattle  Rail- 
way Co.  ($1,603,707.50),  was  interest  accrued  before  January  i,  1909,  on 
advances  which  the  plaintiff  made  for  construction  of  the  railway  of  the 
Spokane,  Portland  &  Seattle  Railway  Co.  This  railway  was  a  joint  enter- 
prise of  the  plaintiff  and  the  Great  Northern  Railway  Co.,  and  its  construc- 
tion was  provided  for  in  an  agreement  between  the  Northern  Pacific  Railway 
Co.  and  the  Great  Northern  Railway  Co.,  made  on  the  1st  day  of  January, 
1908,  and  a  further  agreement  contemporaneously  made  between  the  said 
two  railway  companies  and  the  Spokane,  Portland  &  Seattle  Railway  Co., 
dated  on  the  same  day.  It  was  specially  agreed  in  said  contracts  that  ad- 
vances of  money  made  by  either  the  Northern  Pacific  Railway  Co.  or  Great 
Northern  Railway  Co.  for  carrying  on  the  said  joint  enterprise  should  be 
repaid  with  interest  at  the  rate  of  5  per  cent  per  annum  from  the  time  of 
making  each  advance.  These  advances  commenced  on  or  about  the  date  of 
said  contracts  and  continued  until  some  time  in  the  year  1911.  The  interest 
accruing  on  the  advances  was  not  entered  up  either  on  plaintiff's  books  or 
of  those  of  the  Spokane,  Portland  &  Seattle  Railway  Co.  until  the  construc- 
tion work  was  completed  in  1911,  when  the  advances  made  by  the  Northern 
Pacific  Railway  Co.  with  interest  were  repaid  by  the  Spokane,  Portland  & 
Seattle  Railway  Co.  according  to  the  terms  of  said  contract.  The  item  of 
interest  in  question  is  the  amount  of  interest  which  accrued  on  said  advances 
prior  to  the  1st  of  January,  1909,  and  which  was  settled  and  paid  in  the 
year  1911. 

2.  The  plaintiff  on  the  trial  abandoned  the  claim  made  in  the  complaint 
on  account  of  the  item  of  $263.18. 

3.  The  other  item  included  in  this  suit  was  definitely  ascertained  and 
vested  in  the  plaintiff  before  the  1st  day  of  January,  1909,  and  were  on  that 
day  the  property  of  the  plaintiff. 

The  court  directs  judgment  in  favor  of  the  plaintiff  against  the  defendant 
in  the  sum  of  $16,040.98,  together  with  interest  at  the  rate  of  6  per  cent 
from  the  I2th  day  of  September,  1917,  the  date  of  plaintiff's  payment  to 
defendant  under  protest. 

(T.  D.  3049,  July  27,  1920) 
Income   tax — Compensation   of    federal    judges — Opinion    of   the   attorney 

general 

The  compensation  of  a  judge  of  the  supreme  court  or  of  an  inferior  court 
of  the  United  States  is  subject  to  a  statute  imposing  an  income  tax  enacted 
before  his  term  of  office  begins. 
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In  the  case  of  Evans  v.  Gore  (T.  D.  3037  of  June  21,  1920),  the  supreme 
court  held  that  salaries  of  federal  judges,  appointed 'before  the  incidence  of 
the  revenue  act  of  1918,  are  not  subject  to  payment  of  income  tax  there- 
under. The  attorney  general,  in  response  to  a  request  from  the  secretary  of 
the  treasury,  has  advised  that  the  salary  of  a  federal  judge  may  be  sub- 
jected to  a  federal  income  tax  where  the  act  imposing  such  tax  is  passed 
prior  to  the  time  the  judge  in  question  took  office.  A  copy  of  the  opinion  of 
the  acting  attorney  general  is  published  herewith  for  your  information. 

This  office  will  be  governed  by  the  opinion  of  the  acting  attorney  general. 

DEPARTMENT  OF  JUSTICE 

WASHINGTON,  June  21,  1920. 

DEAR  MR.  SECRETARY  :  I  have  the  honor  to  acknowledge  receipt  of  your 
request  to  be  advised  whether,  in  view  of  the  supreme  court's  decision  in 
the  case  of  Evans  v.  Gore,  to  refrain  from  the  collection  of  income  taxes 
under  the  revenue  act  of  1918  from  judges  and  the  president  taking  office 
after  the  passage  of  the  act,  as  well  as  from  those  in  office  when  the  law  was 
passed. 

In  the  opinion  of  the  solicitor  accompanying  your  request  certain  quota- 
tions are  made  from  the  opinion  of  the  court  in  the  case  above  referred  to 
as  indicating  that  the  court  intended  to  hold  that  the  salary  of  no  federal 
judge  could  constitutionally  be  included  in  his  taxable  income  regardless  of 
whether  he  became  a  judge  before  or  after  the  passage  of  the  act.  I  do  not 
think,  however,  that  anything  that  was  said  in  that  opinion  can  fairly  bear 
this  construction.  That  question  was  not  before  the  court.  The  judge  then 
contesting  the  constitutionality  of  the  law  was  appointed  many  years  ago, 
and  the  rights  of  one  appointed  subsequent  to  the  enactment  of  the  law  were 
in  nowise  involved.  The  only  question  was  whether  the  requirement  that  a 
judge's  salary  should  be  included  in  his  taxable  income  was,  within  the  mean- 
ing of  the  constitution,  a  diminution  of  his  compensation  as  it  had  been 
fixed  by  act  of  congress  prior  to  the  enactment  of  this  tax  law.  Congress  has 
the  same  power  to  fix  the  compensation  of  judges  that  it  has  to  levy  taxes, 
except  that  it  has  no  power  during  the  term  of  office  of  a  judge  to  fix  his 
compensation  at  a  sum  less  than  it  was  when  he  became  a  judge. 

The  effect  of  the  recent  decision  is  to  hold  that  the  levying  of  a  tax  upon 
the  compensation  thus  fixed  is  a  diminution  of  that  compensation  in  the  con- 
stitutional sense.  In  fixing  the  compensation,  however,  which  judges  hereafter 
appointed  shall  receive,  there  is  no  limitation  upon  the  power  of  congress. 
It  may  fix  the  compensation  of  such  judges  at  a  figure  less  than  that  now 
received  by  judges  of  the  same  rank,  and  which  the  latter  will  be  entitled 
to  receive  during  the  remainder  of  their  service.  In  fixing  such  compensation. 
I  see  no  reason  why  congress  may  not  say  that  the  compensation  shall  be  a 
certain  amount  less  a  fixed  percentage  thereof  which  shall  be  paid  or  retained 
as  an  income  tax.  When,  therefore,  after  the  salary  of  the  judges  has  been 
fixed  by  law  and  another  act  has  been  passed  making  those  salaries  subject 
to  a  fixed  and  definite  income  tax,  a  judge  who  is  appointed  takes  his  office 
with  his  actual  compensation  fixed  at  the  amount  of  the  salary  less  the 
amount  of  income  tax.  Upon  assuming  the  duties  of  the  office  he  is  entitled 
to  receive  no  more  than  this ;  and  when  he  pays  the  tax  previously  fixed  by 
law  there  has  been  no  diminution  of  the  compensation  to  which  he  was  entitled 
at  the  beginning  of  his  term  of  service.  I  am  unable  to  see,  therefore,  that 
there  is  anything  in  the  recent  opinion  of  the  supreme  court  which  relieves  a 
judge  appointed  since  the  enactment  of  the  income-tax  law  from  paying  the 
tax  imposed  by  that  law.  Respectfully, 

WILLIAM  L.  FRIERSON, 
Acting  Attorney  General. 
HON.  DAVID  F.  HOUSTON, 

Secretary  of  the  Treasury,  Washington,  D.  C. 
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(T.  D.  3050,  July  27,  1920) 
Income  tax — Decision  of  court 

Deductibility  of  New  York  inheritance  tax  in  computing  income  of 
legatee. 

The  tax  imposed  by  the  state  of  New  York  on  the  transfer  of  decedent's 
estate  is  a  tax  on  the  right  of  disposition  of  the  property,  and  is  not  a  tax 
on  the  privilege  of  the  legatee  to  receive  it.  Therefore  in  computing  the  net 
income  of  the  legatee  subject  to  the  income  tax  the  New  York  inheritance 
tax  is  not  a  proper  deduction  from  gross  income  under  the  provisions  of 
section  2,  paragraph  B,  act  of  October  3,  1913. 

The  appended  decision  of  the  United  States  circuit  court  of  appeals  for 
the  second  district  in  the  case  of  Elisabeth  5".  Prentiss  v.  Mark  Eisner,  col- 
lector, third  district  of  New  York,  affirming  the  judgment  of  the  lower  court 
(260  Fed.,  589,  T.  D.  2933),  is  published  for  the  information  of  internal- 
revenue  officers  and  others  concerned. 

UNITED  STATES  CIRCUIT  COURT  OF  APPEALS  FOR  THE  SECOND  CIRCUIT 
Elisabeth  S.  Prentiss,  plaintiff  in  error  (plaintiff  below),  v.  Mark  Eisner, 
collector  of  internal  revenue,  third  district  of  New  York,  defendant 
in  error  (defendant  below}. 

Before  ROGERS,  HOUGH  and  MANTON,  circuit  judges 

This  cause  comes  here  on  writ  of  error  to  the  United  States  district  court 
for  the  southern  district  of  New  York. 

The  facts  are  stated  in  the  opinion. 

ROGERS,  circuit  judge:  This  is  an  action  to  recover  from  the  defendant 
the  sum  of  $7,432.88  with  interest,  which  amount  the  plaintiff  alleges  she  was 
wrongfully  compelled  to  pay  to  the  defendant  as  collector  of  internal  revenue. 

It  appears  that  the  plaintiff  and  her  then  husband,  since  deceased,  filed 
with  the  defendant  a  joint  return  of  their  net  income  for  the  year  1913,  pur- 
suant to  the  act  of  congress  approved  October  3,  1913  (U.  S.  Stat.  L.,  vol. 
38,  pt.  i,  ch.  16,  Sec.  II,  p.  166). 

The  aforesaid  act  of  congress,  in  paragraph  B,  page  167,  provided  as 
follows : 

That,  subject  only  to  such  exemptions  and  deductions  as  hereinafter 
allowed,  the  net  income  of  a  taxable  person  shall  include  gains,  profits  and 
income,  including  *  *  *  but  not  the  value  of  property  acquired  by  gift, 
bequest,  devise,  or  descent.  *  *  * 

That  in  computing  the  net  income  for  the  purpose  of  the  normal  taxes 
there  shall  be  allowed  as  payment;  *  *  *  third,  all  national,  state, 
county,  school  and  municipal  taxes  paid  within  the  year,  not  including  those 
assessed  against  local  benefits. 

And  in  paragraph  D,  page  168,  it  provided  as  follows : 

The  said  tax  shall  be  computed  upon  the  remainder  of  said  net  income 
of  each  person  subject  thereto  accruing  during  each  preceding  calendar  year 
ending  December  thirty-first :  provided,  however,  That  for  the  year  ending 
December  thirty-first,  nineteen  hundred  and  thirteen,  said  tax  shall  be  com- 
puted on  the  net  income  accruing  from  March  first  to  December  thirty-first, 
nineteen  hundred  and  thirteen,  both  dates  inclusive,  after  deducting  five- 
sixths  only  of  the  specific  exemptions  and  deductions  herein  provided  for. 

It  appears,  too,  that  in  the  year  1913  the  plaintiff  inherited  a  portion  of 
her  father's  estate,  and  that  on  the  inheritance  thus  received  by  her  the  state 
of  New  York  assessed  against  her  an  inheritance  tax  of  $259,805.71,  which 
amount  she  paid  on  December  11,  1913. 

The  plaintiff  in  making  her  income  return  under  the  act  of  congress  in- 
cluded therein  as  a  deduction  five-sixths  of  the  inheritance  tax  which  she  had 
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paid  to  the  state  of  New  York,  which  amounted  to  $216,504.75.  This  deduc- 
tion was  not  allowed  by  the  commissioner  of  internal  revenue,  and  he  levied 
and  assessed  against  her  an  additional  tax  of  $7,432.88.  Thereupon  she  in- 
stituted this  action  to  recover  back  the  amount  so  paid. 

The  complaint  was  demurred  to  upon  the  ground  that  it  did  not  state  fact* 
sufficient  to  constitute  a  cause  of  action.  The  court  below  sustained  the 
demurrer  and  dismissed  the  complaint. 

The  question  of  law  thus  presented  is  whether  the  payment  by  the  plain- 
tiff of  the  inheritance  tax  to  the  state  of  New  York  was  a  proper  deduction 
from  her  income  tax  return  for  the  year  1913.  That  is  the  sole  question 
herein  involved.  The  plaintiff's  contention  is  that  the  inheritance  tax  which 
she  paid  to  the  state  of  New  York  was  a  tax  paid  to  a  state,  and  therefore 
under  the  act  of  congress  the  plaintiff  was  entitled  to  make  the  deduction 
of  five-sixths  of  the  amount  so  paid  in  making  her  income  return. 

The  commissioner  of  internal  revenue  in  making  the  ruling  to  which 
reference  has  been  made  stated  that — 

A  collateral  inheritance  tax  levied  under  the  laws  of  the  state  of  New 
York  being,  as  it  is,  a  charge  against  the  corpus  of  the  estate,  does  not  con- 
stitute such  an  item  as  can  be  allowed  as  a  deduction  in  computing  income 
tax  liability  to  either  the  estate  or  beneficiary  thereof. 

The  district  judge  in  sustaining  the  demurrer  states  that  he  did  not  regard 
the  New  York  transfer  tax  "as  imposing  a  tax  upon  the  plaintiff's  right  of 
succession  which  is  deductible  in  her  income  tax  return." 

Material  provisions  of  the  New  York  transfer  tax  act  may  be  found  in 
the  margin. 

The  New  York  act  reads  as  follows  in  section  220  of  Article  X : 

A  tax  shall  be  and  is  hereby  imposed  upon  the  transfer  of  *  *  * 
property  *  *  *  tto  persons  or  corporations  in  the  following  cases 
*  *  *  :  (i)  When  the  transfer  is  by  will  or  by  the  interstate  laws  of 
this  state  *  *  *  (4)  when  the  transfer  is  by  deed  *  *  *  intended  to 
take  effect  in  possession  or  enjoyment  at  or  after  such  death.  *  *  *  The 
tax  imposed  hereby  shall  be  upon  the  clear  market  value  of  such  property  it 
the  rates  hereinafter  prescribed. 

Section  224  reads  as  follows : 

Lien  of  tax  and  collection  by  executors,  administrators  and  trustees. — 
Every  such  tax  shall  be  and  remain  a  lien  upon  the  property  transferred  until 
paid,  and  the  person  to  whom  the  property  is  so  transferred,  and  the  execu- 
tors, administrators,  and  trustees  of  every  estate  so  transferred  shall  be  per- 
sonally liable  for  such  tax  until  its  payment.  Every  executor,  administrator 
or  trustee  shall  have  full  power  to  sell  so  much  of  the  property  of  the 
decedent  as  will  enable  him  to  pay  such  tax  in  the  same  manner  as  he  might 
be  entitled  by  law  to  do  for  the  payment  of  the  debts  of  the  testator  or 
intestate.  Any  such  executor,  administrator  or  trustee  having  in  charge  or 
in  trust  any  legacy  or  property  for  distribution  subject  to  such  tax  shall 
deduct  the  tax  therefrom  and  shall  pay  over  the  same  to  the  state  comptroller 
or  county  treasurer,  as  herein  provided.  If  such  legacy  or  property  be  not  in 
money,  he  shall  collect  the  tax  thereon  upon  the  appraised  value  thereof  from 
the  person  entitled  thereto.  He  shall  not  deliver  or  be  compelled  to  deliver 
any  specific  legacy  or  property  subject  to  tax  under  this  article  to  any  person 
until  he  shall  have  collected  the  tax  thereon.  If  any  such  legacy  shall  be 
charged  upon  or  payable  out  of  real  property,  the  heir  or  devisee  shall  deduct 
such  tax  therefrom  and  pay  it  to  the  executor,  administrator  or  trustee,  and 
the  tax  shall  remain  a  lien  or  charge  on  such  real  property  until  paid ;  and 
the  payment  thereof  shall  be  enforced  by  the  executor,  administrator  or 
trustee,  in  the  same  manner  that  payment  of  the  legacy  might  be  enforced, 
or  by  the  district  attorney  under  section  two  hundred  and  thirty-five  of  this 
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chapter.  If  any  such  legacy  shall  be  given  in  money  to  any  such  person  for 
a  limited  period,  the  executor,  administrator  or  trustee  shall  retain  the  tax 
upon  the  whole  amount,  but  if  it  be  not  in  money,  he  shall  make  application 
to  the  court  having  jurisdiction  of  an  accounting  by  him,  to  make  an  ap- 
portionment, if  the  case  require  it,  of  the  sum  to  be  paid  into  his  hands  by 
such  legatee,  and  for  such  further  order  relative  thereto  as  the  case  may 
require. 

The  right  to  dispose  of  property  by  will  is  statutory.  The  matter  has 
always  been  recognized  as  within  the  legislative  control.  In  the  reign  of 
Henry  II  (1154-1189)  a  man's  personal  property  was,  at  his  death,  divided 
into  three  equal  parts,  if  he  died  leaving  a  wife  and  children:  One  part  went 
to  his  wife,  another  to  his  children,  and  only  the  remaining  third  could  be 
disposed  of  by  his  will.  And,  at  least  after  the  establishment  of  the 
feudal  system  and  prior  to  the  enactment  of  the  statute  of  wills  (32  Henry 
VIII),  the  right  to  make  a  will  of  real  estate  was  not  known  to  the  English 
law. 

There  has  been  and  still  is  a  difference  of  opinion  among  the  courts  as  to 
the  exact  nature  of  an  inheritance  tax.  It  is  generally  agreed  that  such  a 
tax  is  not  upon  the  property  or  money  bequeathed.  The  dispute  is  over  the 
question  whether  the  tax  is  laid  on  the  privilege  of  receiving  the  property  so 
transmitted.  The  right  to  transmit  and  the  right  to  receive  are  distinct,  and 
each  is  alike  under  the  legislative  control.  The  distinction  between  the  right 
to  transmit  and  the  right  to  receive  is  important,  and  upon  the  distinction 
depends  the  right  to  deduct  or  not  to  deduct  the  amount  of  the  tax  in  the 
income  return  submitted  to  the  federal  government. 

The  circuit  court  of  appeals  in  the  third  circuit  has  recently  decided 
Lederer  v.  Northern  Trust  Co.  (262  Fed.,  52).  In  that  case  the  question 
arose  as  to  the  right  to  deduct  a  tax  paid  under  the  collateral  inheritance  tax 
act  in  the  state  of  Pennsylvania.  The  answer  to  be  given  to  that  question 
depended  upon  whether  the  Pennsylvania  tax  was  an  estate  tax,  the  burden 
of  which  was  imposed  upon  the  estate  of  a  decedent  as  claimed  by  the 
executors,  or  was  a  legacy  tax,  the  burden  of  which  was  imposed  upon  the 
legatee  or  beneficiary.  It  happened  that  the  supreme  court  of  Pennsylvania 
in  Jackson  v.  Myers  (257  Pa.,  104)  had  squarely  decided  that  the  collateral 
inheritance  tax  of  that  state  was  not  levied  upon  an  inheritance  or  legacy, 
but  upon  the  estate  of  the  decedent,  and  had  held  that  what  passed  to  the 
legatee  was  simply  the  portion  of  the  estate  remaining  after  the  state  had 
been  satisfied  by  receiving  the  tax.  The  circuit  court  of  appeals  held  that  the 
decision  of  the  supreme  court  of  Pennsylvania  construing  the  inheritance  tax 
law  of  that  state  was  binding  on  the  federal  courts,  and  that  inasmuch  as  the 
tax  was  held  by  that  court  as  a  tax  on  the  estate  and  not  a  tax  on  the  in- 
heritance, the  amount  of  the  tax  so  paid  was  properly  deductible  in  comput- 
ing the  net  estate  under  the  act  of  congress  of  September  8,  1916.  Under  a 
like  state  of  facts  we  should  have  no  difficulty  in  reaching  a  like  conclusion. 
But  the  case  with  which  we  are  dealing  presents  a  different  question,  in- 
volving, as  it  does,  the  tax  law  not  of  Pennsylvania  but  of  New  York. 

In  1900  the  supreme  court  in  Knowlton  v.  Moore  (178  U.  S.,  41)  had 
under  consideration  a  tax  imposed  under  the  war  revenue  act  of  June  13, 
1898  (20  Stat.,  448).  The  opinion  in  that  case  is  exhaustive  and  occupies 
about  70  pages.  It  deals  with  the  subject  of  death  duties  and  sustains  the 
constitutional  right  of  congress  to  impose  death  duties.  In  the  course  of  the 
opinion,  which  was  written  by  Justice  (now  Chief  Justice)  White,  it  was 
said: 

Thus,  looking  over  the  whole  field,  and  considering  death  duties  in  the 
order  in  which  we  have  reviewed  them,  that  is,  in  the  Roman  and  ancient 
law ;  in  that  of  modern  France,  Germany  and  other  continental  countries ; 
in  England  and  those  of  her  colonies  where  such  laws  have  been  enacted, 
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in  the  legislation  of  the  United  States  and  the  several  states  of  the  Union — 
the  following  appears:  Although  different  modes  of  assessing  such  duties 
prevail,  and  although  they  have  different  accidental  names,  such  as  probate 
duties,  stamp  duties,  taxes  on  the  transaction,  or  the  act  of  passing  of  an 
estate  or  a  succession,  legacy  taxes,  estate  taxes,  or  privilege  taxes,  neverthe- 
less tax  laws  of  this  nature  in  all  countries  rest  in  their  essence  upon  the 
principle  that  death  is  the  generating  source  from  which  the  particular  taxing 
power  takes  its  being,  and  that  it  is  the  power  to  transmit,  or  the  transmis- 
sion from  the  dead  to  the  living,  on  which  such  taxes  are  more  immediately 
rested. 

It  thus  appears,  as  the  opinion  of  the  court,  that  in  general  death  duties 
are  imposed  on  the  power  to  transmit.  However,  the  immediate  question 
with  which  we  are  now  concerned  is  whether  the  so-called  tax  which  the 
New  York  law  has  imposed,  and  which  is  herein  involved,  is  a  tax  upon 
the  power  to  transmit  or  is  laid  on  the  power  to  receive.  In  1889  a  testator 
within  the  state  of  New  York  died  and  devised  and  bequested  all  his  estate, — 
both  real  and  personal,  to  the  government  of  the  United  States.  The  surro- 
gate's court  imposed  an  inheritance  tax  upon  the  personal  property.  The  case 
was  taken  on  appeal  to  the  general  term  of  the  supreme  court  of  New  York 
and  later  to  the  New  York  court  of  appeals,  by  each  of  which  it  was  affirmed. 
It  was  then  taken  to  the  supreme  court  of  the  United  States,  by  which  it 
was  in  like  manner  affirmed.  The  question  was  whether  the*  personal  property 
bequeathed  to  the  United  States  was  subject  to  an  inheritance  tax  under  the 
laws  of  New  York.  The  supreme  court  held  the  property  to  be  subject  to  the 
tax.  (United  States  v.  Perkins,  163  U.  S.,  625.)  In  the  course  of  its  opinion 
the  court  said:  "In  this  view  the  so-called  inheritance  tax  of  the  state  of 
New  York  is  in  reality  a  limitation  upon  the  power  of  a  testator  to  bequeath 
his  property  to  whom  he  pleased ;  a  declaration  that,  in  the  exercise  of  that 
power,  he  shall  contribute  a  certain  percentage  to  the  public  use ;  in  other 
words,  that  the  right  to  dispose  of  his  property  by  will  shall  remain,  but 
subject  to  a  condition  that  the  state  has  a  right  to  impose.  Certainly,  if  it 
be  true  that  the  right  of  testamentary  disposition  is  purely  statutory,  the  state 
has  a  right  to  require  a  contribution  to  the  public  treasury  before  the  bequest 
shall  take  effect.  Thus  the  tax  is  not  upon  property,  in  the  ordinary  sense 
of  the  term,  but  upon  the  right  to  dispose  of  it,  and  it  is  not  until  it  has 
yielded  its  contribution  to  the  state  that  it  becomes  the  property  of  the 
legatee."  And  the  court  went  on  to  say:  "That  the  tax  is  not  a  tax  upon 
the  property  itself,  but  upon  its  transmission  by  will  or  by  descent,  is  also 
held  both  in  New  York  and  in  several  other  states."  We  find  no  case  in  the 
subsequent  decisions  of  the  New  York  court  of  appeals  in  which  that  court 
disclaims  the  construction  placed  by  the  supreme  court  of  the  United  States 
on  the  New  York  decisions,  or  in  any  way  qualifies  or  overrules  the  proposi- 
tion that  the  "tax"  under  the  New  York  law  is  not  one  upon  the  property, 
but  is  one  upon  the  right  to  dispose  of  it  by  will  or  by  descent  In  the 
absence  of  such  a  decision  it  seems  to  be  our  duty  to  follow  the  law  as  it  is 
laid  down  in  the  Perkins  case  unless  there  can  be  found  in  the  New  York 
statute  in  force,  when  the  present  tax  was  laid,  some  substantial  difference 
from  the  statute  in  force  when  that  case  was  decided  in  the  particular  now 
being  considered.  If  such  a  difference  exists  we  have  failed  to  detect  it, 
and  learned  counsel  have  failed  to  point  out  in  what  it  consists. 

The  New  York  court  of  appeals  in  1919  in  matter  of  Watson,  226  N.  Y., 
384,  399,  the  court,  in  discussing  a  provision  in  the  New  York  inheritance  tax 
law  imposing  tax  upon  the  transfer  of  property  at  the  time  of  death  which 
had  not  theretofore  paid  any  tax,  local  or  state,  said:  'The  beneficiary  has 
no  claim  to  the  property  of  an  ancestor  except  as  given  by  law,  and,  if  the 
state  has  a  right  to  impose  a  tax  at  all  upon  the  passing  of  property,  the 
transferee  takes  only  what  is  left  after  the  tax  is  paid."  The  opinion  quotes 
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at  page  396  from  the  opinion  of  the  supreme  court  of  the  United  States  in 
the  matter  of  Penfield,  216  N.  Y.,  163,  167  (1915),  that  under  the  New  York 
law  the  inheritance  tax  is  not  upon  the  property  but  upon  the  right  to  dis- 
pose of  it.  There  is  not  one  word  of  criticism,  not  one  word  of  dissent, 
and  not  the  slightest  suggestion  of  disapproval  of  that  proposition  anywhere 
in  the  opinion. 

In  matter  of  Penfield,  supra,  the  New  York  court  declares  what  it  had 
several  times  before  stated  that  "the  transfer  tax  is  not  a  tax  upon  prop- 
erty, but  upon  the  right  of  succession  to  property."  The  language  of  the 
statute  is  that  the  tax  is  "due  and  payable  at  the  time  of  the  transfer";  that 
is,  at  the  death  of  the  decedent.  It  accrues  at  that  time. 

Now  a  succession  tax  is  a  tax  upon  a  transfer  of  property  in  general, 
and  as  such  is  distinguishable  from  a  legacy  duty,  which  is  a  tax  upon 
a  specific  bequest.  Under  the  New  York  law  the  succession  tax  creates  a  lien 
upon  the  estate  of  the  decedent  at  the  moment  of  his  death.  The  right  of 
the  state  to  the  amount  of  this  lien  attaches  at  that  time  and  it  must  be  paid 
before  the  transferee,  legatee  or  devisee  ever  gets  anything,  and  the  executor 
or  administrator  is  personally  liable  for  the  tax  until  it  has  been  paid.  Under 
such  a  law  we  do  not  see  that  the  transferee  pays  the  tax.  In  stating  this 
conclusion  we  have  not  overlooked  what  was  said  in  the  matter  of  Gihon, 
169  N.  Y.,  443,  447,  where  it  is  said  that  "though  the  administrator  or  ex- 
ecutor is  required  to  pay  the  tax,  he  pays  it  out  of  the  legacy  for  the  legatee, 
not  on  account  of  the  estate.  The  requirement  of  the  statute  that  the 
executor  or  administrator  shall  make  the  payment  is  prescribed  to  secure 
such  payment,  because  the  government  is  unwilling  to  trust  solely  to  the 
legatee."  The  fact,  however,  remains  that  if  a  legacy  left  by  a  will  is 
$10,000,  and  the  executor  has  paid  to  the  state  on  its  account  a  tax  of 
$500,  and  then  has  turned  over  to  the  legatee  $9,500,  the  legatee  has  received 
not  $10,000  but  $9,500,  and  the  legatee  has  been  enriched  only  to  the  extent 
of  the  amount  which  he  has  himself  received,  and  he  has  not  paid  the  tax  nor 
has  it  been  paid  by  his  authority,  nor  by  anyone  representing  him.  The  pay- 
ment has  been  made  by  the  personal  representative  of  the  deceased,  and  in 
making  it  he  has  acted  under  authority  of  the  statute. 

As  was  said  by  Judge  Gray  in  matter  of  Swift,  137  N.  Y.,  77,  "What 
has  the  state  done,  in  effect,  by  the  enactment  of  this  tax  law?  It  reaches 
out  and  appropriates  for  its  use  a  portion  of  the  property  at  the  moment 
of  its  owner's  decease ;  allowing  only  the  balance  to  pass  in  the  way  directed 
by  the  testator,  or  permitted  by  its  intestate  law." 

We  admit  that  the  New  York  cases  on  the  subject  of  taxable  transfers 
are  confused  and  not  always  clear  and  consistent.  But  until  the  New  York 
court  of  appeals  authoritatively  states  that  the  law  of  New  York  is  not  what 
the  supreme  court  of  the  United  States  said  it  was  in  the  Perkins  case,  this 
court  has  no  alternative  but  to  hold  that  the  New  York  transfer  act  does 
not  impose  a  tax  on  a  legatee's  right  of  succession  which  is  deductible  in  her 
income  tax  return.  The  legacy  which  the  plaintiff  herein  received  under  the 
will  of  her  father  did  not  become  her  property  until  after  it  had  suffered 
a  diminution  to  the  amount  of  the  tax,  and  the  tax  that  was  paid  thereon  was 
not  a  tax  paid  out  of  the  plaintiff's  individual  estate  but  was  a  payment  out 
of  the  estate  of  her  deceased  father  of  that  part  of  his  estate  which  the  state 
of  New  York  had  appropriated  to  itself,  which  payment  was  the  condition 
precedent  to  the  allowance  by  the  State  of  the  vesting  of  the  remainder  in 
the  legatee. 

Judgment  affirmed. 

(T.  D.  3051,  July  27,  1920) 

War  excess  profits  tax— Title  II,  act  of  October  3,  1917— Decision  of  Court 

i.    INVESTED  CAPITAL 

The  act  of  1917  undertakes  to  define  "invested  capital,"  and  in  com- 
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puting  invested  capital  it  is  necessary  to  come  within  the  definition  con- 
tained in  the  act. 

2.  INVESTED  CAPITAL 

Appreciation  of  capital  assets  not  realized  by  sale  cannot  be  included 
in  the  computation  of  invested  capital. 

3.  STATUTORY  CONSTRUCTION 

Inequalities  in  a  valid  taxing  act  arising  in  the  application  to  a  par- 
ticular case  cannot  be  corrected  by  judicial  construction. 

4.  STATUTORY  CONSTRUCTION 

Where  the  act  is  ambiguous  the  construction  of  the  administrative 
officers  charged  with  its  execution  is  entitled  to  great  respect. 

The  appended  memorandum  decision  of  the  United  States  court  of  claims 
in  the  case  of  La  Belle  Iron  Works,  petitioner,  v.  the  United  States  is  pub- 
lished for  the  information  of  internal  revenue  officers  and  others  concerned. 

NOTE: — In  order  that  the  opinion  of  the  court  in  the  case  may  be  more 
clearly  understood  it  may  be  desirable  to  state  briefly  the  material  facts,  as 
set  out  in  plaintiff's  petition. 

STATEMENT  OF  FACTS 

Plaintiff  is  a  West  Virginia  corporation.  Prior  to  the  year  1904  the 
corporation  acquired  certain  ore  lands,  paying  therefor  the  sum  of  $190,000. 
After  the  said  ore  lands  were  so  acquired  extensive  explorations  were  car- 
ried on,  and  it  was  proved  that  said  lands  contained  large  bodies  of  ore. 
Between  the  date  of  purchase  and  the  year  1912  the  lands  greatly  increased 
in  value.  In  the  year  1912  the  actual  cash  value  of  said  lands  was  not  less 
than  $10,105,400,  and  at  all  times  during  the  years  1912  to  1917  the  actual 
value  of  the  lands  in  question  was  not  less  than  $10,105,400.  In  the  year 
1912  the  corporation  increased  the  valuation  of  said  lands  on  its  books  by 
adding  thereto  the  sum  of  $10,000,000,  and  carried  such  last-mentioned  sum 
to  surplus.  Thereupon  in  said  year  1912  the  corporation  declared  a  stock 
dividend  in  the  sum  of  $9,115,400,  representing  the  increase  in  value  of  said 
lands.  At  that  time  the  old  stock  in  the  corporation  was  surrendered  by  the 
shareholders  and  new  stock  including  the  stock  dividend  was  issued.  In  the 
year  1917  the  petitioner  included  the  sum  representing  the  increased  value  of 
its  lands  in  the  computation  of  its  invested  capital  for  the  purpose  of  deter- 
mining the  amount  of  its  excess  profits  taxes.  The  commissioner  refused  to 
allow  the  corporation  to  include  the  said  sum  of  $9,915,400  in  computing  its 
invested  capital  for  the  year  1917.  Accordingly,  said  sum  was  stricken  from 
the  corporation's  invested  capital,  which  was  thereby  reduced  from  $26,322,- 
907.14  to  $16407,507.14.  The  direct  result  of  so  reducing  the  invested  capital 
of  the  corporation  was  an  additional  excess  profits  tax  of  $1,081,184.61,  which 
was  paid  under  protest.  Claim  for  refund  was  duly  rejected.  Plaintiff 
thereupon  brought  the  suit  in  question  for  the  purpose  of  recovering  said 
sum  of  $1,081,184.61,  alleging  it  to  have  been  unlawfuly  collected. 

Plaintiff  alleged  that  the  appreciated  value  of  its  ore  lands  was  "tangible 
property  paid  in  for  stock" — that  it  was  also  "earned  surplus  used  or  em- 
ployed in  the  business,"  and  therefore  came  within  the  definition  of  invested 
capital  in  the  revenue  act  of  1917.  Plaintiff  further  contended  that  the  con- 
struction given  to  the  act  by  the  government  resulted  in  inequalities  and  was 
therefore  erroneous. 

The  following  is  the  order  of  the  court  dismissing  the  petition  and  memo- 
randum therewith : 
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COURT  OF  CLAIMS  OF  THE  UNITED  STATES.    No.  34603 

(Decided  June  28,  1920) 

La  Belle  Iron  Works,  a  corporation,  v.  United  States 
This  cause  coming  on  to  be  heard  was  submitted  to  the  court — three 
judges  sitting— upon  the  defendant's  demurrer  to  the  plaintiff's  petition,  as 
amended,  and  was  argued  by  counsel.  On  consideration  whereof,  the  court 
is  of  the  opinion  that  the  demurrer  is  well  taken.  It  is  therefore  adjudged 
and  ordered  that  the  defendant's  demurrer  to  the  petition  so  amended  in 
this  cause  be,  and  the  same  is  hereby,  sustained  and  the  petition  as  amended 
is  dismissed. 

MEMORANDUM 

The  court's  conclusions  are : 

(1)  That  the  act  in  question  (40  Stat.,  306)  undertakes  to  define  "in- 
vested capital,"  and  the  averments  of  the  petition  cannot  be  said  to  bring  the 
plaintiff's  case  within  the  definition  of  section  207. 

(2)  That  the  increase  in  value  of  plaintiff's  ore  lands,  which  was  first 
declared   to  be  surplus,  and  afterwards  treated  as  the  basis  of   a  stock 
dividend,  did  not  thereby  become   earned  surplus   or  individual   profits  or 
invested  capital  within  the  meaning  of  the  act  of  1917.    The  stock  dividend 
added  nothing  to,  and  took  nothing  from,  the  corporation's  invested  capital. 

(3)  That  the  inequalities,  which  can  arise  in  the  application  of  the 
statute  to  particular  cases,  cannot  be  corrected  by  judicial  construction,  where 
the  enactment  is  otherwise  valid. 

(4)  That  where  the  act  is  ambiguous  or  uncertain,  the  construction  of 
it  by  the  administrative  officers  charged  with  its  execution  is  entitled  to 
great  respect. 

(T.  D.  3052,  August  4,  1920) 

Income  tax 

Stock  dividends — Some  applications  of  the  decision  of  the  supreme  court  of 
the  United  States  in  the  case  of  Eisner  v.  Macomber,  rendered  March 
8,  1920,  in  the  determination  of  the  taxability  of  dividends. 

The  following  applications  of  the  decision  of  the  supreme  court  of  the 
United  States  in  the  case  of  Eisner  v.  Macomber  in  the  determination  of  the 
taxability  of  dividends  declared  by  corporations  are  published  for  the  in- 
formation and  guidance  of  internal  revenue  officers  and  others  concerned : 

1.  Where  a  corporation,  being  authorized  so  to  do  by  the  laws  of  the 
state  in  which  it  is  incorporated,  transfers  a  portion  of  its  surplus  to  capital 
account,  issues  new  stock  representing  the  amount  of  the  surplus  so  trans- 
ferred, and  distributes  the  stock  so  issued  to  its  stockholders,  such  stock  is 
not  income  to  the  stockholders,  and  the  stockholders  incur  no  liability  for 
income  tax  by  reason  of  its  receipt. 

2.  Where  a  corporation,  being  thereunto  lawfully  authorized,  increases 
its  capital  stock,  and  simultaneously  declares  a  cash  dividend  equal  in  amount 
to  the  increase  in  its  capital  stock,  and  gives  to  its  stockholders  a  real  option 
either  to  keep  the  money  for  their  own  or  to  reinvest  it  in  the  new  shares, 
such  dividend  is  a  cash  dividend  and  is  income  to  the  stockholders  whether 
they  reinvest  it  in  the  new  shares  or  not. 

3.  Where  a  corporation,  which  is  not  permitted  under  the  laws  of  the 
state  in  which  it  is  incorporated  to   issue  a  stock  dividend,   increases   its 
capital  stock,  and  at  the  same  time  declares  a  cash  dividend  under  an  agree- 
ment with  the  stockholders  to  reinvest  the  money  so  received  in  the  new  issue 
of  capital  stock,  such  dividend  is  subject  to  tax  as  income  to  the  stockholder. 

4.  Where  a  corporation,  having  a  surplus  accumulated  in  part  prior  to 
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March  i,  1913,  and  being  thereunto  lawfully  authorized,  transfers  to  its 
capital  account  a  portion  of  its  surplus,  issues  new  stock  representing  the 
amount  so  transferred  to  the  capital  account,  and  then  declares  a  dividend 
payable  in  part  in  cash  and  in  part  in  shares  of  the  new  issue  of  stock,  that 
portion  of  the  dividend  paid  in  cash  will,  to  the  amount  of  the  surplus  accumu- 
lated since  March  i,  1913,  be  deemed  to  have  been  paid  out  of  such  surplus, 
and  be  subject  to  tax,  but  the  portion  of  the  dividend  paid  in  stock  will  not 
be  subject  to  tax  as  income. 

5.  A  dividend,  paid  in  stock  of  another  corporation  held  as  a  part  of  the 
assets  of  the  corporation  paying  the  dividend,  is  income  to  the  stockholder 
at  the  time  the  same  is  made  available  for  distribution  to  the  full  amount  of 
the  then  market  value  of  such  stock  (Peabody  v.  Eisner,  247  U.  S.,  347) ; 
and  if  such  stock  be  subsequently  sold  by  the  stockholder,  the  difference 
between  its  market  value  at  date  of  receipt  and  the  price  for  which  it  is  soIJ 
is  additional  income  or  loss  to  him,  as  the  case  may  be. 

6.  The  profit  derived  by  a  stockholder  upon  the  sale  of  stock  received  as 
a  dividend  is  income  to  the  stockholder,  and  taxable  as  such  even  though  the 
stock  itself  was  not  income  at  the  time  of  its  receipt  by  the  stockholder.  For 
the  purpose  of  determining  the  amount  of  gain  or  loss  derived  from  the  sale 
of  stock  received  as  a  dividend,  or  of  the  stock  with  respect  to  which  such 
dividend  was  paid,  the  cost  of  each  share  of  stock  (provided  both  the  divi- 
dend stock  and  the  stock  with  respect  to  which  it  is  issued  have  the  same 
rights  and  preferences)  is  the  quotient  of  the  cost  of  the  old  stock  (or  its 
fair  market  value  as  of  March  I,  1913,  if  acquired  prior  to  that  date), 
divided  by  the  total  number  of  shares  of  the  old  and  new  stock. 

(T.  D.  3053,  August  10,  1920) 
Income  tax 

Gross  income  of  life  insurance  companies — Article  549  of  regulations  No.  45, 

amended 

Article  549  of  regulations  No.  45  is  hereby  amended  to  read  as  follows : 
ART.  549.  Gross  income  of  life  insurance  companies. — A  life  insurance 
company  shall  not  include  in  gross  income  such  portion  of  any  actual  pre- 
mium received  from  any  individual  policyholder  as  is  paid  back  or  credited 
to  or  treated  as  an  abatement  of  premium  of  such  policyholder  within  the 
taxable  year,  (a) "Paid  back"  means  paid  in  cash.  (6)  "Credited  to"  means 
applied  by  way  of  credit  to  the  payment  of  the  premium  for  the  taxable  year. 
It  does  not  include  dividends  applied  to  purchase  additional  paid-up  insur- 
ance or  annuities,  or  to  shorten  the  endowment  or  premium  paying  period, 
or  in  any  way  that  does  not  actually  reduce  the  premium  receipts  of  the  com- 
pany for  the  taxable  year,  (c)  "Treated  as  an  abatement  of  premium" 
means  of  the  premium  for  the  taxable  year.  Where  the  dividend  paid  back 
is  in  excess  of  the  premium  received  from  the  policyholder  within  the  tax- 
able year  there  may  be  excluded  from  gross  income  only  the  amount  of  such 
premium  received,  and  where  no  premium  is  received  from  the  policyholder 
within  the  taxable  year  the  company  is  not  entitled  to  exclude  from  its 
premiums  received  from  other  policyholders  any  amount  in  respect  of  such 
dividend  payment. 

(T.  D.  3055,  August  12,  1920) 

Income  tax 

Computation  of  depletion  allowance  for  combined  holdings  of  oil  and  gas 

wells — Article  214,   regulations    No.   45,   amended.     Article   214   of 

regulations  No.  45  is  hereby  amended  to  read  as  follows: 

ART.  214.    Computation  of  depletion  allowance  for  combined  holdings  of 

oil  and  gas  wells.—  (i)  The  recoverable  oil  belonging  to  the  taxpayer  shall  be 
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estimated  for  each  property  separately.  The  capital  account  for  each  prop- 
erty shall  include  the  cost  of  value,  as  the  case  may  be,  of  the  oil  or  gas 
lease  or  rights,  plus  all  incidental  costs  or  development  not  charged  as  ex- 
pense nor  returnable  through  depreciation.  The  unit  value  of  the  recoverable 
oil  or  gas  for  each  property  is  the  quotient  obtained  by  dividing  the  capital 
account  recoverable  through  depletion  for  each  property  by  the  estimated 
number  of  units  of  recoverable  oil  or  gas  on  that  property.  This  unit  for 
each  separate  property  multiplied  by  the  number  of  units  of  oil  or  gas  pro- 
duced within  the  year  by  the  taxpayer  upon  such  property  will  determine  the 
amount  which  may  be  deducted  for  depletion  from  the  gross  income  of  that 
year  for  that  property.  The  total  allowance  for  depletion  of  all  the  oil  or 
gas  properties  of  the  taxpayer  will  be  the  sum  of  the  amounts  computed  for 
each  property  separately :  provided, 

(2)  That  in  the  case  of  gas  properties  the  depletion  allowance  for  each 
pool  may  be  computed  by  using  the  combined  capital  accounts  returnable 
through  depletion  of  all  the  tracts  of  gas  land  owned  by  the  taxpayer  in  the 
pool  and  the  average  decline  in  rock  pressure  of  all  the  taxpayer's  wells 
in  such  pool  in  the  formula  given  in  article  211.  The  total  allowance  for 
depletion  in  the  gas  properties  of  the  taxpayer  will  be  the  sum  of  the 
amounts  computed  for  each  pool. 

(T.  D.  3056,  August  14,  1920) 

Income  tax 

Concerning  the  creation  of  a  sinking  fund  by  a  corporation  in  order  to  secure 
the  payment  of  its  bonds  or  other  indebtedness 

The  final  edition  of  regulations  No.  45  is  amended  by  inserting  imme- 
diately after  article  541  a  paragraph,  to  be  known  as  article  541  (o),  as 
follows : 

ART.  541  (a).  Creation  of  sinking  fund. — If  a  corporation,  in  order 
solely  to  secure  the  payment  of  its  bonds  or  other  indebtedness,  places  prop- 
erty in  trust,  or  sets  aside  certain  amounts  in  a  sinking  fund  under  the 
control  of  a  trustee,  who  may  be  authorized  to  invest  and  reinvest  such 
sums  from  time  to  time,  the  property  or  fund  thus  set  aside  by  the  corpora- 
tion and  held  by  the  trustee  is  an  asset  of  the  corporation,  and  any  gain 
arising  therefrom  is  income  of  the  corporation  and  shall  be  included  as  such 
in  its  annual  return.  The  trustee,  however,  is  not  taxable  as  such  on  account 
of  the  property  or  fund  so  held.  (See  sec.  219  and  arts.  341  to  347.)  If 
such  fund  is  invested  by  the  trustee  in  whole  or  in  part  in  bonds,  the  trustee 
when  presenting  coupons  from  the  bonds  for  payment  shall  file  ownership 
certificates  (form  1001  revised),  whether  or  not  the  bonds  contain  a  tax- 
free  covenant  clause.  (See  art.  366.) 

(T.  D.  3057) 
Corporation  excise  tax — Act  of  August  5,  1909 — Decision  of  court 

I.    MUTUAL  LIFE  INSURANCE  COMPANY — INCOME  RECEIVED   DURING  THE 

YEAR — SURPLUS — DIVIDENDS 

In  the  case  of  a  mutual  life  insurance  company,  transacting  business  on 
the  level-premium  plan,  the  surplus  out  of  which  dividends  are  paid  in  any 
year  consists  of  the  ascertained  over-payments  of  premiums  for  the  preceding 
year.  Therefore,  surplus  for  the  year  1909  was  received  prior  to  the  time 
the  act  became  effective,  and  dividends  paid  out  of  such  surplus  and  applied, 
at  the  option  of  the  policyholder,  to  purchase  paid-up  additions  and  annuities 
or  in  partial  payment  of  renewal  premiums,  were  not  income  for  the  year  in 
which  they  were  applied.  The  surplus  from  premiums  out  of  which  the 
dividends  for  the  year  1910  were  declared  was  a  part  of  the  income  for  the 
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1909,  and  formed  a  basis  for  taxation  for  that  year.    Maryland  Casualty  Co. 
v.  United  States,  251  U.  S.,  342,  distinguished.     . 

2.  DEFERRED  PREMIUMS — ACCRUED  INTEREST — INCOME  WHEN  RECEIVED 
Premiums  due  and  deferred  and  interest  due  and  accrued  but  not  actually 

collected  in  cash  within  the  taxable  year  are  not  income  "received." 

3.  INTEREST  ON  POLICY  LOANS— INCOME  WHEN  PAID 

Interest  on  policy  loans,  which  by  the  terms  of  the  contract  was  added  to 
the  principal  when  it  became  due,  does  not  constitute  income  where  it  re- 
mains unpaid  by  the  policyholder. 

4.  DEDUCTIONS — AMORTIZATION  OF  BONDS — DEPRECIATION 

Decrease  in  the  value  of  assets  of  an  insurance  company  through  amort- 
ization of  premiums  on  bonds  are  mere  book  adjustments  and  are  not 
deductible  as  an  item  of  depreciation. 

5.  DEDUCTIONS — NET  ADDITION  TO  RESERVE — DEFINITION 

The  reserve  funds,  the  net  addition  to  which  is  to  be  deducted  from  the 
gross  income  of  a  life  insurance  company  in  computing  its  net  income,  are 
those  funds  which  are  built  up  to  mature  the  policy,  and  do  not  include  funds 
reserved,  because  of  liabilities  on  supplementary  contracts  not  involving  life 
contingencies  and  canceled  policies  upon  which  a  cash-surrender  value  may 
be  demanded. 

6.  JUDGMENT  MODIFIED 

The  judgment  of  the  district  court  (248  Fed.,  568)  modified. 

The  appended  decision  of  the  United  States  circuit  court  of  appeals  for 
the  seventh  circuit  in  the  case  of  Henry  Fink,  collector,  etc.,  v.  Northwestern 
Mutual  Life  Insurance  Co.,  is  published  for  the  information  of  internal 
revenue  officers  and  others  concerned. 

UNITED  STATES   CIRCUIT  COURT  OF  APPEALS  FOR  THE  SEVENTH   CIRCUIT. 

No.  2675 

(October  term,  1919;  April  session,  1920) 

Henry  Fink,  collector  of  internal  revenue  for  the  eastern  district  of  Wis- 
consin, plaintiff  in  error,  v.  Northwestern  Mutual  Life 

Insurance  Co.,  defendant  in  error 
Appeal  from  the  district  court  for  the  eastern  district  of  Wisconsin 

[June,  1920] 

Before  BAKER,  EVANS  and  PAGE,  circuit  judges 

PAGE,  circuit  judge:  This  case  comes  here  on  a  writ  of  error  to  reverse 
the  judgment  for  plaintiff  in  the  district  court,  entered  by  Judge  Geiger  (see 
248  Fed.,  568,  where  the  facts  are  fully  stated).  The  insurance  company, 
the  defendant  in  error,  will  herein  be  known  as  plaintiff  and  the  collector 
of  internal  revenue,  plaintiff  in  error,  will  herein  be  known  as  defendant. 

The  commissioner  of  internal  revenue  amended  plaintiff's  returns  of  in- 
come for  the  years  1909  and  1910,  filed  under  the  excise  tax  law  of  August 
5,  1909,  and  thereby  greatly  increased  the  tax.  This  suit  was  brought  to 
recover  that  increase,  paid  under  protest. 

Defendant  states  the  following  as  the  questions  involved,  and  they  will 
be  determined  as  written : 

I 

I.  Whether  dividends  applied  at  the  option  of  the  policyholders  to  pur- 
chase paid-up  additions  and  annuities  were  not  income  for  the  year  in  which 
so  applied  within  the  meaning  of  the  act. 
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2.  Whether   dividends   applied   at   the   option   of   the   policyholders   in 
partial  payment  of  renewal  premiums  were  not  income  for  the  year  in  which 
so  applied  within  the  meaning  of  the  act. 

The  excise  tax  act  of  August  5,  1909  (36  Stats.  L.,  ch.  6,  p.  n  (112), 
provides : 

*  Every  insurance  company  *  *  *  organized  under  the  laws 
*  of  any  state  *  *  *  shall  be  subject  to  pay  annually  a  special 
excise  tax  '  *  equivalent  to  one  per  centum  upon  the  entire  net  in- 

come over  and  above  $S,ooo  received  by  it  from  all  sources  during  such  year, 
exclusive,  etc.  *  *  *  Such  net  income  shall  be  ascertained  by  deducting 
from  the  gross  amount  of  the  income  of  such  *  *  *  insurance  company, 
received  ztrithin  the  year  from  all  sources,  *  *  *  (second)  *  *  * 
and  in  the  case  of  insurance  companies  the  sum  other  than  dividends,  paid 
within  the  year  on  policy  and  annuity  contracts  and  the  net  addition,  if  any, 
required  by  law  to  be  made  within  the  year  to  reserve  funds ; 

Disregarding  the  deductions,  the  basis  for  the  tax  is  "income  *  *  * 
received  *  *  during  such  year." 

Plaintiff  is  a  mutual  insurance  company,  organized  under  the  laws  of 
Wisconsin,  and  annually  collects  level  premiums  which  are  sufficiently  large 
to  pay  the  insurance  cost,  including  reserves,  and  all  of  the  expenses  of  the 
business.  Usually  there  is  something  left  over  for  a  surplus,  which  surplus 
is  required  by  the  laws  of  the  State  of  Wisconsin  to  be  divided  among  the 
policyholders.  The  dividend  of  surplus  is  in  no  sense  a  dividend  of  profits. 
By  dividing  such  a  surplus  by  means  of  the  so-called  "dividend,"  the  com- 
pany simply  says  to  its  policyholders :  "There  is  available  to  you,  from 
funds  heretofore  paid  by  you  to  this  company,  a  sum  of  money  that  may  be 
used  by  you  for  the  payment  of  premiums,  paid-up  additions,  annuities,  or 
for  whatever  use  you  may  choose  to  make  of  it." 

The  excise  law  did  not  take  effect  until  January  i,  1909,  and,  inasmuch 
as  the  surplus  converted  into  dividends  in  1909  was  received  by  the  company 
before  the  law  went  into  effect,  that  surplus,  converted  into  dividends, 
was  not  income  for  1909.  The  surplus  from  premiums,  out  of  which 
the  dividends  for  1910  were  declared,  was  a  part  of  the  income  for 
1909,  and  formed  a  basis  for  taxation,  under  the  excise  law,  for  that 
year,  and  could  not,  as  dividends,  form  a  basis  for  further  taxation. 
In  other  words,  the  fair  interpretation  of  the  statute  is  that  income 
forms  a  basis  for  taxation  only  for  the  year  in  which  it  was  received. 
Herold  v.  Mutual  Benefit  Life  Ins.  Co.,  201  Fed.,  918;  Maryland  Casualty 
Co.  v.  United  States,  decided  by  the  Supreme  Court  of  the  United  States 
January  12,  1920;  Hays  v.  Gauley  Mt.  Coal  Co.,  247  U.  S.,  192.  There  is 
nothing  in  Maryland  Casualty  Co.  v.  United  States,  supra,  out  of  harmony 
with  this  interpretation.  It  was  said  that  funds  of  an  insurance  company, 
which  had  escaped  taxation  in  the  year  in  which  they  were  received  because 
they  had  been  set  aside  as  a  reserve  in  that  year  and  therefore  had  formed 
no  basis  for  taxation,  might,  if  they  were  released  from  that  reserve  to  the 
general  uses  of  the  company,  be  treated  as  income  for  the  year  in  which  they 
were  so  released. 

II 

3.  Whether  premiums  due  and  deferred  and  interest  due  and  accrued, 
but  not  actually  collected  in  cash,  were  not  income  within  the  meaning  of  the 
act. 

In  Hays  v.  Gauley  Mt.  Coal  Co.,  supra,  this  question  was  answered  con- 
trary to  the  contention  of  the  government  in  the  following  language : 

The  expression  "income  received  during  such  year,"  employed  in  the  act 
of  1909,  looks  to  the  time  of  realization  rather  than  to  the  period  of  accrue- 
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ment,  except  as  the  taking  effect  of  the  act  on  a  specified  date  (Jan.  I,  1909), 
excludes  income  that  accrued  before  that  date. 

See  also  Maryland  Casualty  Co.  v.  United  States,  supra. 

Ill 

4.  Whether  interest  on  policy  loans,  which  by  the  terms  of  the  contract 
was  added  to  the  principal  of  the  loan  when  it  became  due  and  remained 
unpaid  by  the  policyholders,  was  not  income  within  the  meaning  of  the  act. 

This  question  is  answered  contrary  to  the  government's  contention  by 
Board  of  Assessors,  etc.,  v.  New  York  Life  Ins.  Co.,  216  U.  S.,  517. 

IV 

5.  Whether  increases  in  the  value  of  assets  because  of  accrual  of  dis- 
counts were  not  income,  and  decreases  in  value  of  assets  because  of  amort- 
ization of  premiums  on  bonds  were  a  deduction  from  income  under  the  act. 

In  the  reassessment  the  commissioner  added  to  income  for  the  two  years 
a  total  as  "accrual  of  discount"  of  $67,268.96,  and  deducted  for  "depreciation" 
(amortization  of  bonds)  for  the  two  years  $231,654.86.  In  his  findings  of 
fact,  Judge  Geiger  said  : 

Plaintiff  waived  objection  in  each  amended  return  made  by  the  commis- 
sioner of  internal  revenue  to  the  item  "accrual  of  discount"  and  to  the  item 
"depreciation." 

Thereupon  the  court  disposed  of  those  items  by  deducting  the  "accrual 
of  discount"  from  the  "depreciation,"  giving  plaintiff  a  net  deduction  of 
$164,385.90.  Inasmuch  as  plaintiff  waived  objection  to  items  "accrual  of  dis- 
count," the  propriety  of  such  a  charge  will  not  be  discussed  here.  If  deduc- 
tion by  reason  of  amortization  of  premiums  on  bonds  was  proper,  it  must 
have  been  so  under  the  following  provision  of  the  statute,  viz. : 

All  losses  actually  sustained  within  the  year  and  not  compensated  by 
insurance  or  otherwise,  including  a  reasonable  allowance  for  depreciation  of 
property,  if  any. 

There  was  no  sale.  The  item  arose  from  mere  book  adjustments.  In 
our  opinion  amortization  of  bonds  does  not  come  within  any  definition  of 
"depreciation"  under  this  or  similar  acts.  In  considering  the  excise  statute, 
the  supreme  court  has  said : 

What  was  here  meant  by  "depreciation  of  property  ?"  We  think  congress 
used  the  expression  in  its  ordinary  and  usual  sense  as  understood  by  business 
men.  It  is  common  knowledge  that  business  concerns  usually  keep  a  de- 
preciation account,  in  which  is  charged  off  the  annual  losses  for  wear  and 
tear,  and  obsolescence  of  structures,  machinery,  and  personality  in  use  in 
the  business. 

The  court  then  said  that  it  did  not  consider  the  statute  covered  a  de- 
preciation of  a  mine  by  exhaustion  of  the  ores.  Von  Baumbach  v.  Sargent 
Land  Co.,  242  U.  S.,  534.  See  also  Lumber  Mut.  Fire  Ins.  Co.  v.  Malley, 
256  Fed.,  383;  Baldwin  L.  Works  v.  McCoach,  221  Fed.,  59;  Van  Dyke  v. 
Milwaukee,  159  Wis.,  460. 

Plaintiff's  claim  that  this  question  is  not  within  the  issues  in  this  case 
is  clearly  overborne  by  its  second  and  eleventh  assignments  of  reasons  why 
the  tax  is  excessive  and  illegally  assessed,  viz. : 

2.  No  greater  amount  of  taxes  should  have  been  *  *  collected 
*  *  *  for  the  year  1909  than  the  sum  of  $43,729.78,  etc. 

Number  n  is  similar.  It  seems  clear  that  a  suit  of  this  character  is  for 
all  purposes  a  contest  between  the  government  and  the  taxpayer,  the  question 
being,  how  much  tax  should  the  plaintiff  have  paid?  In  Crocker  v.  Malley, 
249  U.  S.,  223,  the  court  found  that  the  tax  actually  assessed  against  the 
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plaintiffs  as  a  joint  stock  association  was  improperly  assessed  and  collected 
because  the  plaintiffs  were  not  a  joint  stock  association,  but  simply  trustees. 
At  page  235  the  court  said  : 

The  district  court,  while  it  found  for  the  plaintiffs,  ruled  that  the  de- 
fendant was  entitled  to  retain  *  *  *  the  amount  of  the  tax  that  they 
should  have  paid  as  trustees.  *  *  *  The  commissioner  of  internal  revenue 
rejected  the  plaintiffs'  claim,  and  the  statute  does  not  leave  the  matter  clear. 
The  recovery,  therefore,  will  be  from  the  United  States.  (Rev.  Stats.,  sec. 
989.)  The  plaintiffs,  as  they  themselves  alleged  in  their  claim,  were  the 
persons  taxed,  whether  they  were  called  an  association  or  trustees.  They  were 
taxed  too  much.  If  the  United  States  retains  from  the  amount  received  by 
it  the  amount  that  it  should  have  received,  it  cannot  recover  that  sum  in  a 
subsequent  suit. 

See  also  Missouri  River,  F.  S.  &  G.  R.  Co.  v.  United  States,  19  Fed.,  67. 
Plaintiff  cites  the  Eaton  cases,  218  Fed.,  188.  The  reason  given  by  the  court, 
in  the  first  case,  for  allowing  items  "bonds  for  accrual  of  discount"  and 
"bonds  for  amortization  of  premiums"  is — 

Because  the  testimony  shows  that  the  method  of  annually  scaling  down  the 
book  values  of  bonds  purchased  at  a  premium,  and  making  additions  to  the 
book  value  of  bonds  purchased  below  par  *  *  *  is  in  accordance  with 
the  law  and  the  requirements  of  the  insurance  departments  of  the  different 
states. 

The  record  here  shows  no  such  practice  by  plaintiff.  What  law  that  action 
was  in  accordance  with  the  decision  does  not  say,  but  it  certainly  was  not  in 
accordance  with  the  excise  tax  act.  Whether  it  was  in  accordance  with  the 
requirements  of  the  insurance  departments  of  the  different  states  makes  no 
difference.  The  only  clause,  if  any,  under  the  excise  law  which  would  permit 
the  commissioner  to  exercise  any  influence  upon  deductions  is  the  following, 
relating  to  deductions:  "The  net  addition,  if  any,  required  by  law  to  be 
made  within  the  year  to  reserve  funds."  Under  authority  of  Maryland 
Casualty  Co.  v.  United  States,  supra,  the  requirement  of  the  insurance  com- 
missioner as  to  reserves  would  be  a  thing  "required  by  law." 

We  are  of  opinion  that  decreases  in  value  of  assets  because  of  amortiza- 
tion of  premiums  on  bonds  were  not  a  proper  deduction,  and  that  there  should 
be  deducted  from  the  judgment  of  the  court  below  the  sum  of  $1,643.86,  with 
interest  thereon  at  the  rate  of  6  per  cent  from  January  22,  1912,  to  the  date 
of  the  entry  of  the  original  judgment  on  November  16,  1917. 


6.  Whether  an  addition  to  the  reserve  funds  because  of  liability  on  sup- 
plementary contracts  not  involving  life  contingencies  and  canceled  policies 
upon  which  a  cash  surrender  value  may  be  demanded  was  deductible  from 
gross  income  under  the  act. 

The  excise  law  permits  insurance  companies  to  deduct  "the  net  addition, 
if  any,  required  by  law  to  be  made  within  the  year  to  reserve  funds." 

Section  1952  of  the  Wisconsin  state  law  provides : 

In  determining  the  amount  of  the  surplus  to  be  distributed  there  shall  be 
reserved  an  amount  not  less  than  the  aggregate  net  value  of  all  the  outstand- 
ing policies. 

Under  this  section  and  section  1950,  the  insurance  commissioner  of  Wis- 
consin, as  of  December  31,  in  the  years  1908,  1909  and  1910,  certified  his 
computation  of  reserves,  and  did  not  include  reserves  as  against  the  con- 
tracts in  question. 

All  the  actuary  would  say  about  what  was  required  by  the  insurance 
commissioner  with  reference  to  the  reserve  in  question  was,  that  the  blank 
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'terminal  reserve."    The  latter  is  defined  to  be — 

The  sum  sufficient,  with  the  net  premiums  coming  due,  to  provide  for  the 
future  mortality  charges,  and  mature  the  policy  according  to  its  terms,  all 
computed  upon  the  table  of  mortality  adopted  and  the  rate  of  interest 
assumed. 

The  end  to  be  reached  in  life  insurance  is  to  mature  the  policy  by  building 
up  a  reserve.  The  basis  of  arriving  at  that  desired  end  is  the  table  of 
mortality  and  the  rate  of  interest  assumed,  and  by  the  use  of  them  the  net 
premium  is  fixed  and  the  reserve  is  built  up  from  net  premiums.  Repeating 
the  process  of  making  the  terminal  reserve  from  year  to  year  until  the  time 
when  the  payment  of  premiums  ceases,  matures  the  policy.  The  net  pre- 
mium coming  due  is  the  foundation  of  the  reserve.  Actuary  Evans  stat»  s 
it  thus : 

The  reserve  is  the  balance  of  cash  that  the  company  must  have  on  hand 
in  order  to  pay  out  the  contract,  assuming  that  the  future  premiums  under 
the  policy  are  paid  to  the  company,  or,  in  other  words,  the  increase  in  the 
reserve  on  the  policy  would  be,  specifically,  the  amount  of  the  premium  for 
that  year  paid  in,  interest  on  the  entire  sum,  and  the  cost  of  the  insurance 
deducted. 

The  assistant  secretary  (Anderson)  explained  that— 

When  the  policy  becomes  a  claim,  it  is  charged  off  in  the  death  loss 
account  as  a  disbursement  *  *  *  for  the  full  amount  of  the  *  *  * 
policy. 

When  asked  what,  if  anything,  is  deducted  from  the  general  reserve  fund 
when  death  occurs,  he  answered : 

A  corresponding  amount  to  the  death  loss  which  was  taken  out  of  dis- 
bursements— the  reserve — is  held  on  that  policy.  I  mean  that  one  part  of 
reserve  account  is  wiped  out  and  another  created. 

Just  here  is  the  misconception  as  to  what  is  a  life  insurance  reserve.  The 
reserve  meant  in  the  law  is  that  fund  which  is  built  up  to  mature  the 
policy.  Of  course,  at  the  time  when  the  money  is  taken  out  of  the  reserve 
account  and  is  not  used  for  immediate  payment,  it  must  be  held  somehow. 
In  other  words,  it  is  reserved  for  the  purpose  of  future  payment.  The  full 
amount  is  there  at  the  beginning,  and  there  is  nothing  that  has  to  be  built 
up  or  matured.  Nothing  more  can  be  reserved  on  that  account. 

We  are  of  opinion  that  the  decrease  in  the  net  value  of  assets  because  of 
amortization  of  premiums  on  bonds  was  not  proper,  and  that  the  decrease  in 
the  net  value  of  assets  because  of  liability  on  supplementary  contracts  not 
involving  life  contingencies  and  canceled  policies  upon  which  a  cash  sur- 
render value  may  be  demanded  was  not  proper,  and  that  there  should  be 
deducted  from  the  judgment  of  the  court  below  on  account  of  the  first  item 
the  sum  of  $1,643.86,  and  on  account  of  the  latter  item  the  sum  of  $9,969.08, 
an  aggregate  of  $11,612.94,  as  of  January  22,  1912,  and  that  judgment  should 
be  entered  for  the  sum  of  $131,755.84,  being  the  principal  of  the  original 
judgment  less  said  sum  of  $11,612.94,  with  interest  thereon  at  6  per  cent 
from  January  22,  1912,  with  costs  in  the  district  court,  which  said  interest 
amounts,  to  the  date  of  the  entry  of  the  judgment  in  the  district  court  on 
December  16,  1917,  to  $46,641.57.  It  is  adjudged  that  each  party  pay  its  own 
costs  of  the  proceedings  in  this  court. 

(T.  D.  3058,  August  16,  1920) 

Income  tax 

Section  203,  revenue  act  of  1918 — Inventories  of  retail  dry-goods  dealers 
Regulations  No.  45  are  hereby  amended  by  inserting  article  1588,  reading 
as  follows : 
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ART.  1588.  Inventories  of  retail  dry-goods  dealers,  (i)  Retail  dry- 
goods  dealers  who  employ  the  "retail  method,"  which  is  essentially  a,  "cost"' 
method  of  valuing  inventories,  will  be  permitted  to  make  their  returns  upon 
that  basis,  provided  (a)  that  the  use  of  such  method  is  designated  upon  the 
return  (&)  that  accurate  accounts  are  kept,  and  (c)  that  such  method  be 
adhered  to  in  subsequent  years,  unless  a  change  is  authorized  by  the  commis- 
sioner. The  "retail  method"  consists  in  computing  the  "cost"  of  goods  on 
hand  from  the  "percentage  of  purchase  mark-up"  and  the  "retail  value"  of 
goods  on  hand. 

(2)  A  taxpayer  employing  the  "retail  method"  of  valuing  inventories 
shall  maintain  and  preserve  in  permanent  form,  for  the  inspection  of  internal 
revenue  officers,  the  accounts  and  records  of  each  year,  together  with  a 
schedule  of  all  mark-downs  in  each  department,  and  such  mark-downs  shall 
not  be  included  in  the  computation  of  the  retail  value  of  goods  on  hand  unless 
the  goods  so  marked  down  have  been  actually  sold. 

(3)  The  following  general  plan  of  taking  an  inventory  by  the  "retail 
method"  will,  it  is  believed,  be  found  readily  adaptable  to  the  requirements 
of  most  retail  dry-goods  dealers: 

(A)  The  percentage  of  purchase  mark-up   is   computed   as   follows: 
The  value  of  all  merchandise,  as  received,  is  recorded  by  departments  at  two 
prices — (a)   invoice  cost  plus  transportation,  and   (&)    original  retail   sale 
price.    These  cost  and  retail  values  are  accumulated  as  recorded  during  the 
year.     The  total   retail  value  minus  the  total  cost  value  equals  the  total 
purchase  mark-up,  which  divided  by  the  total  retail  value  gives  the  percentage 
of  purchase  mark-up. 

(B)  The  retail  value  of  goods  on  hand  is  computed  as  follows:     A 
record  is  kept  of  (a)  the  amounts  of  all  sales  at  retail;  (&)  any  variations 
from  the  inventory  prices  of  the  preceding  year  of  goods  carried  over  from 
that  year,  and  (c)  any  variations  from  the  original  sale  prices,  such  as  sub- 
sequent mark-ups  or  mark-downs   (note  par.  2).    The  retail  value  of  the 
opening  inventories  plus  the  retail  value  of  the  purchases  (plus  or  minus  the 
algebraic  sum  of  all  subsequent  mark-ups  and  mark-downs  in  the  case  of 
goods  actually  sold),  minus  the  retail  value  of  the  sales  equals  the  retail 
value  of  the  book  inventory  of  goods  on  hand.     Physical  inventories  by 
departments  are  taken  of  goods  on  hand  at  retail  at  the  close  of  the  taxable 
year,  and  the  retail  value  of  the  book  inventory  of  goods  on  hand  is  adjusted 
accordingly. 

(C)  The  cost  of  goods  on  hand  is  computed  by  subtracting  from  100 
per  cent  the  percentage  of  purchase  mark-up,  which  gives  the  percentage 
of  cost,  and  multiplying  the  retail  value  of  goods  on  hand  by  such  percentage 
of  cost. 

(T.  D.  3059,  August  1 6,  1920) 

Income  tax 

Stock  dividends — Articles  1545,  1546  and  1642  of  regulations  No.  45  revoked, 
and  article  1547  amended 

In  accordance  with  the  recent  decision  of  the  supreme  court  of  the  United 
States  in  the  case  of  Eisner  v.  Macomber  (T.  D.  3010),  holding  that  a  stock 
dividend  is  not  taxable  income  to  the  stockholder,  articles  1545,  1546  and 
1642  of  regulations  No.  45  are  hereby  revoked,  and  article  1547  is  amended 
to  read  as  follows : 

ART.  1547.  Sale  of  stock  received  as  dividend.  Stock  received  as  a  divi- 
dend does  not  constitute  taxable  income  to  the  stockholder,  but  any  profit 
derived  by  the  stockholder  from  the  sale  of  such  stock  is  taxable  income  to 
him.  For  the  purpose  of  ascertaining  the  gain  or  loss  derived  from  the  sale 
of  such  stock,  or  from  the  sale  of  the  stock  with  respect  to  which  it  is  issued, 
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the  cost  (used  to  include  also,  where  required,  the  fair  market  value,  as 
of  March  i,  1913),  of  both  the  old  and  new  shares  is  to  be  determined  in 
accordance  with  the  following  rules : 

(1)  Where  the  stock  issued  as  a  dividend  is  all  of  substantially  the  same 
character  or  preference  as  the  stock  upon  which  the  stock  dividend  is  paid, 
the  cost  of  each  share  of  both  the  old  and  new  stock  will  be  the  quotient 
of  the  cost,  or  fair  market  value  as  of  March  i,  1913,  if  acquired  prior  to 
that  date,  of  the  old  shares  of  stock  divided  by  the  total  number  of  the  old 
and  new  shares. 

(2)  Where  the  stock  issued  as  a  dividend  is  in  whole  or  in  part  of  a 
character  or  preference  materially  different  from  the  stock  upon  which  the 
stock  dividend  is  paid,  the  cost,  or  fair  market  value  as  of  March  i,  1913, 
if  acquired  prior  to  that  date,  of  the  old  shares  of  stock  shall  be  divided 
between  such  old  stock  and  the  new  stock,  or  classes  of  new  stock,  in  pro- 
portion, as  nearly  as  may  be,  to  the  respective  values  of  each  class  of  stock, 
old  and  new,  at  the  time  the  new  shares  of  stock  are  issued,  and  the  cost  of 
each  share  of  stock  will  be  the  quotient  of  the  cost  of  the  class  to  which 
such  share  belongs  divided  by  the  number  of  shares  in  that  class. 

(3)  Where  the  stock  with  respect  to  which  a  stock  dividend  is  issued 
was  purchased  at  different  times  and  at  different  prices  and  the  identity  of 
the  lots  cannot  be  determined,  any  sale  of  the  original  stock  will  be  charged 
to  the  earliest  purchases  of  such  stock  (see  art.  39),  and  any  sale  of  dividend 
stock  issued  with  respect  to  such  stock  will  be  presumed  to  have  been  made 
from  the  stock  issued  with  respect  to  the  earliest  purchased  stock,  to  the 
amount  of  the  dividend  chargeable  to  such  stock. 

(T.  D.  3061,  August  27,  1920) 

Income  tax 

Deductions  allowed — Depreciation — Article  166,  regulations  No.  45,  amended 
Article  166  of  regulations  No.  45  is  hereby  amended  to  read  as  follows : 
ART.  166.  Modification  of  method  of  computing  depreciation. — If  it 
develops  that  the  useful  life  of  the  property  has  been  underestimated,  the 
plan  of  computing  depreciation  should  be  modified  and  the  balance  of  the 
cost  of  the  property,  or  its  fair  market  value  as  of  March  i,  1913,  not  already 
provided  for  through  a  depreciation  reserve  or  deducted  from  book  value, 
should  be  spread  over  the  estimated  remaining  life  of  the  property.  Inas- 
much as  under  the  provisions  of  the  income-tax  acts  in  effect  prior  to  revenue 
act  of  1918  deductions  for  obsolescence  of  property  were  not  allowed  except 
as  a  loss  for  the  year  in  which  the  property  was  sold  or  permanently  aban- 
doned, a  taxpayer  may  for  1918  and  subsequent  years  revise  the  estimate  of 
the  useful  life  of  any  property  so  as  to  allow  for  such  future  obsolescence 
as  may  be  expected  from  experience  to  result  from  the  normal  progress  of  • 
the  art.  No  modification  of  the  method  should  be  made  from  the  normal 
progress  of  the  art.  No  modification  of  the  method  should  be  made  on 
account  of  changes  in  the  market  value  of  the  property  from  time  to  time, 
such  as,  on  the  one  hand,  loss  in  rental  value  of  the  buildings  due  to  de- 
terioration of  the  neighborhood,  or,  on  the  other,  appreciation  due  to  in- 
crease demand.  The  conditions  affecting  such  market  values  should  be  taken 
into  consideration  only  so  far  as  they  affect  the  estimated  useful  life  of  the 
property. 

(T.  D.  3062,  September  i,  1920) 

Income  tax 
Income  to  lessors  of  improvements  made  upon  real  estate  by  lessees — Articles 

48,  109  and  164,  regulations  No.  45,  amended 

Articles  48,  109  and  164  of  regulations  No.  45  are  hereby  amended  to 
read  as  follows : 
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ART.  48.  Rents  and  royalties.— When  buildings  are  erected  or  improve- 
ments are  made  by  a  lessee  in  pursuance  of  an  agreement  with  the  lessor, 
and  such  buildings  or  improvements  are  not  subject  to  removal  by  the  lessee, 
the  lessor,  receives  income  at  the  time  when  such  buildings  or  improvements 
are  completed,  to  the  extent  of  the  fair  market  price  or  value  of  such 
buildings  or  improvements  subject  to  the  lease.  This  amount  would  ordinarily 
be  the  difference  between  the  value  of  the  land  free  from  the  lease  withom 
such  improvements  and  the  value  of  the  land  subject  to  the  lease  with  such 
improvements.  If  for  any  other  reason  than  a  bona  fide  purchase  from  the 
lessee  by  the  lessor,  the  lease  is  terminated,  so  that  the  lessor  comes  into  pos- 
session and  control  of  the  property  prior  to  the  time  originally  fixed  for 
the  termination  of  the  lease,  the  lessor  receives  additional  income  for  the 
\  ear  in  which  the  lease  is  so  terminated  to  the  extent  that  the  value  of  such 
buildings  or  improvements  when  he  became  entitled  to  such  possessu 
ceeds  the  fair  market  price  or  value  thereof  to  him  as  determined  when  the 
same  completed  became  part  of  the  realty.  No  appreciation  in  value  due  to 
rauses  other  than  the  premature  termination  of  the  lease  shall  be  included. 
Conversely,  if  the  buildings  or  improvements  are  destroyed  prior  to  the 
termination  of  the  lease  the  lessor  is  entitled  to  deduct  as  a  loss  of  the  year 
when  such  destruction  takes  place  the  fair  market  price  or  value  of  such 
buildings  or  improvements  subject  to  the  lease  as  determined  when  the  same 
completed  became  a  part  of  the  realty,  or  the  value  thereof  subject  to  the 
lease  on  March  i,  1913,  less  any  salvage  value  subject  to  the  lease,  to  the 
extent  that  such  loss  was  not  compensated  by  insurance.  (See  articles  109 
and  164.) 

ART.  109.  Rentals. — Where  a  leasehold  is  acquired  for  business  purposes 
for  a  specified  sum,  the  purchaser  may  take  as  a  deduction  in  his  return  an 
aliquot  part  of  such  sum  each  year,  based  on  the  number  of  years  the  leas-- 
has to  run.  Taxes  paid  by  a  tenant  to  or  for  a  landlord  for  business  property 
are  additional  rent,  and  constitute  a  deductible  item  to  the  tenant  and  taxable 
income  to  the  landlord,  the  amount  of  the  tax  being  deductible  by  the  latter. 
The  cost  borne  by  a  lessee  in  erecting  buildings  or  making  permanent  im- 
provements on  ground  of  which  he  is  lessee  is  held  to  be  a  capital  invest- 
ment and  not  deductible  as  a  business  expense.  In  order  to  return  to  such 
taxpayer  his  investment  of  capital,  an  annual  deduction  may  be  made  from 
gross  income  of  an  amount  equal  to  the  total  cost  of  such  improvements 
divided  by  the  number  of  years  remaining  of  the  term  of  lease,  and  such 
deduction  shall  be  in  lieu  of  a  deduction  for  depreciation.  If  the  remainder 
of  the  term  of  lease  is  greater  than  the  probable  life  of  the  buildings  erected, 
or  of  the  improvement  made,  this  deduction  shall  take  the  form  of  an 
allowance  for  depreciation.  (See  article  48.) 

ART.  164.  Capital  sitm  recoverable  through  depreciation  allowances. — 
The  capital  sum  to  be  replaced  by  depreciation  allowances  is  the  cost  of  the 
property  in  respect  of  which  the  allowance  is  made,  except  that  in  the  case 
of  property  acquired  by  the  taxpayer  prior  to  March  I.  1913.  the  capita! 
sum  to  be  replaced  is  the  fair  market  value  of  the  property  as  of  that  date. 
In  the  absence  of  proof  to  the  contrary,  it  will  be  assumed  that  such  value 
as  of  March  I,  1913,  is  the  cost  of  the  property  less  depreciation  up  to  that 
date.  To  this  sum  should  be  added  from  time  to  time  the  cost  of  improve- 
ments, additions  and  betterments,  the  cost  of  which  is  not  deducted  as  an 
expense  in  the  taxpayer's  return,  and  from  it  should  be  deducted  from  time 
to  time  the  amount  of  any  definite  loss  or  damage  sustained  by  the  property 
through  casualty,  as  distinguished  from  the  gradual  exhaustion  of  its  utility, 
which  is  the  basis  of  the  depreciation  allowance.  In  the  case  of  the  acquisi- 
tion after  March  1, 1913,  of  a  combination  of  depreciable  and  non-depreciable 
property  for  a  lump  price,  as.  for  example,  land  and  buildings,  the  capital 
sum  to  be  replaced  is  limited  to  that  part  of  the  lump  price  which  represents 
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the  value  of  the  depreciable  property  at  the  time  of  such  acquisition.  Where 
the  lessee  of  real  property  erects  buildings,  or  makes  permanent  improve- 
ments which  become  part  of  the  realty  and  income  or  loss  has  been  returned 
by  the  lessor  as  a  result  thereof,  as  provided  in  article  48.  the  capital  sum 
to  be  replaced  by  depreciation  allowances  is  held  to  be  the  same  as  though 
no  such  building  had  been  erected  or  such  improvements  made. 

(T.  D.  3064,  September  4.  1920) 

Income  tor 

Deductions  allowed — Depletion — Article  211,  regulations  No.  4^  amended 
Article  .MI,  regulations  No.  45,  is  hereby  amended  to  read  as  follows: 
ART.  211.  Computation  of  allowance  for  depletion  of  gas  wells. — On 
account  of  the  peculiar  conditions  surrounding  the  production  of  natural  gis 
it  will  be  necessary  to  compute  the  depletion  allowance  for  gas  properties 
by  methods  suitable  to  the  particular  cases  in  question  and  acceptable  to  the 
commissioner.  Usually  the  depletion  of  natural  gas  properties  should  be 
computed  on  the  basis  of  decline  in  dosed  or  rock  pressure,  taking  into 
account  the  effects  of  water  encroachment  and  any  other  modifying  factors. 
The  gas  producer  will  be  expected  to  compute  the  depletion  as  accurately  as 
possible  and  submit  with  his  return  a  description  of  the  method  by  which  the 
computation  was  made.  The  following  formula,  in  which  the  units  of  gas 
are  pounds  per  square  inch  of  dosed  pressure,  is  recommended:  The  quo- 
tient of  the  capital  account  recoverable  through  depletion  allowances  to  the 
end  of  the  taxable  year  divided  by  the  sum  of  the  pressures  at  the  beginning 
of  the  year,  plus  the  sum  of  initial  pressures  of  new  wdls  and  less  the  sum 
of  the  pressures  at  the  time  of  expected  abandonment  (which  quotient  is  the 
unit  cost),  multiplied  by  the  sum  of  the  pressures  at  the  beginning  of  the 
taxable  year,  plus  the  sum  of  the  initial  pressures  of  new  wells  and  less  the 
sum  of  the  pressures  at  the  end  of  the  tax  year  equals  the  depletion  allowance. 


Smith,  Brodie  &  Lunsford  announce  the  opening  of  offices  at  2107-2109 
Woolworth  building,  New  York. 


McLaren.  Goode  &  Co.,  San  Francisco,  announce  that  Norman  Loyall 
McLaren  has  been  admitted  to  partnership. 


Spragg,  Lotz  &  Smith  announce  the  opening  of  an  office  in  the  Central 
Savings  Bank  building,  Canton,  Ohio. 


Edward  R.  Burt  &  Co.  announce  the  opening  of  an  office  at  603  Union 
Trust  building.  Cincinnati,  Ohio. 


Walter  M.  Finlay  announces  the  opening  of  an  office  in  the  Finlay  build- 
ing. Greenville.  South  Carolina. 


Lingley,  Baird  &  Dixon  announce  the  opening  of  an  office  at  Eldon 
Street  House,  Eldon  street,  London,  E.  C,  England,  under  the  direction  of 
Baker.  Sutton  &  Co. 
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EDITED  BY  H.  A.  FINNEY 

AMERICAN  INSTITUTE  EXAMINATION,  MAY,  1920 
In  regard  to  the  following  attempt  to  present  the  correct  solutions  to 
the  questions  asked  in  the  examination  held  by  the  American  Institute  of 
Accountants  in  May,  1920,  the  reader  is  cautioned  against  accepting  the 
solutions  as  official.  They  have  not  been  seen  by  the  examiners,  still  less 
endorsed  by  them. 

EXAMINATION  IN  ACCOUNTING  THEORY  AND  PRACTICE 

Part  II   (Continued) 
Question  No.  4: 

Define  the  following  and  give  a  list  of  expenses  which  would  properly 
come  under  each  heading: 

(a)  Shop  overhead. 

(b)  General  overhead. 

Discuss  various  methods  of  distributing  such  expenses. 
Answer  to  Question  No.  4: 

The  term  "overhead"  is  subject  to  two  definitions.  One  is  that  it  covers 
only  the  manufacturing  expense  of  a  business ;  the  other  is  that  it  covers  the 
selling  and  administrative  expense  as  well  as  the  manufacturing  expense. 
In  cost  accounting,  the  first  definition  would  be  used  in  accounting  for  the 
cost  to  manufacture ;  the  second,  in  accounting  for  the  cost  to  make  and  sell. 

The  factory  overhead,  consisting  of  manufacturing  expenses  only,  may 
be  divided  into  two  classes :  departmental  overhead,  which  covers  all  manu- 
facturing expenses  which  can  be  charged  directly  to  the  various  depart- 
ments, and  general  overhead,  which  includes  all  expenses  that  cannot  be 
charged  directly  to  departments  but  must  be  distributed  over  the  factory  as 
a  whole.  On  this  basis,  examples  of  shop  overhead  are  all  indirect  labor, 
rent,  taxes,  insurance,  depreciation,  maintenance  and  repairs,  heat,  light 
and  power  and  defective  work  which  can  be  charged  to  the  several  depart- 
ments, while  "general  overhead"  includes  any  of  these  or  similar  expenses 
which  cannot  be  charged  directly  to  departments. 

If  the  second  definition  is  used,  all  the  foregoing  are  included  as  "shop 
overhead,"  while  "general  overhead"  includes  the  selling  expenses,  such  as 
advertising,  salesmen's  salaries  and  expenses  and  delivery  expenses.  It  also 
includes  the  general  and  administrative  expenses,  such  as  office  salaries,  rent 
of  office  and  miscellaneous  expenses  of  administration. 

On  the  basis  of  the  first  of  the  two  above  definitions,  namely,  that  shop 
overhead  is  synonymous  with  departmental  manufacturing  expense  and 
general  overhead  includes  all  other  indirect  manufacturing  expenses,  the 
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general  overhead  is  apportioned  among  the  departments  on  the  basis  of  the 
direct-labor  cost  of  each  department  or  the  number  of  direct-labor  hours 
or  machine  hours  in  each  department.  Adding  this  distribution  to  the  shop 
overhead  would  give  the  total  departmental  burden.  This  departmental 
overhead  is  then  distributed  among  the  jobs  by  either  the  direct-labor  cost 
method,  the  direct-labor-hour  method,  the  direct-labor-and-material-cost 
method  or  the  machine-rate  method.  Under  the  direct-labor-cost  method 
the  overhead  is  distributed  to  the  various  jobs  in  the  proportion  the  direct 
labor  on  the  job  bears  to  the  total  direct  labor  of  the  department.  This  is 
a  simple  method  and  is  frequently  employed,  but  it  is  not  scientifically 
correct. 

If  the  direct-labor-hour  method  is  used,  the  overhead  is  distributed  among 
the  jobs  in  the  proportion  that  the  number  of  direct-labor  hours  spent  on 
the  job  bears  to  the  total  direct-labor  hours  of  the  department.  This 
method  is  more  scientific  than  the  labor-cost  method,  because  the  overhead 
represents  the  costs  of  the  factory  utilities,  which  are  incurred  in  proportion 
to  time  rather  than  in  proportion  to  wages  paid. 

By  the  direct-labor-and-material-cost  method,  the  overhead  is  distributed 
in  the  proportion  that  the  labor  and  material  cost  of  the  job  bears  to  the 
total  for  the  factory.  It  is  applicable  in  only  a  few  limited  industries  and 
is  not  advisable  for  a  factory  with  several  departments. 

The  machine-hour  method  is  a  highly  involved  method  of  apportioning 
the  overhead  to  each  machine  and  determining  the  cost  of  operating  it  for 
an  hour.  The  overhead  is  then  apportioned  to  the  various  jobs  on  the  basis 
of  the  number  of  hours  of  machine  operation.  As  accurate  costs  are  essen- 
tial, this  is  the  most  desirable  of  all  methods. 

Accepting  the  second  definition  of  the  two  terms,  the  shop  overhead  is 
distributed  to  the  cost  of  jobs  by  one  of  the  methods  already  discussed.  The 
general  overhead,  consisting  of  selling  and  administrative  expense,  must 
be  distributed  over  the  factory  cost  on  some  arbitrary  basis  to  learn  the 
cost  to  make  and  sell.  The  method  usually  followed  is  to  distribute  it  on 
the  basis  of  factory  cost.  However,  where  a  varied  line  of  products  is 
manufactured,  it  is  sometimes  advisable  to  analyze  the  selling  expense  and 
charge  each  kind  of  goods  sold  with  the  selling  expense  applicable  to  it,  as 
this  may  vary  between  the  different  kinds  to  such  an  extent  as  to  give  a 
wrong  idea  of  the  profitableness  of  each  kind  if  a  general  average  rate  of 
distribution  is  used. 

Question  No.  5: 

Explain  and  discuss  four  methods  of  providing  for  depreciation. 

Answer  to  Question  No.  5: 

All  depreciation  methods  are  intended  to  result  in  writing  off  during 
the  estimated  life  of  a  fixed  asset  the  difference  between  its  cost  and  the 
residual  value  which  it  is  estimated  can  be  realized  from  the  asset  when  it 
is  no  longer  advantageous  to  use  it  as  a  productive  agent.  The  methods 
discussed  will  be  illustrated  by  applying  them  to  the  case  of  a  machine 
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costing  $6,000.00,  with  an  estimated  life  of   four  years  and  an  estimated 
residual  value  of  $1,000.00. 

(A)  Straight  line  method.  By  this  method  the  difference  between  the 
cost  and  the  residual  value  is  divided  by  the  number  of  periods  of  estimated 
life  to  determine  the  periodical  depreciation.  The  formula  for  this  method  is : 


In  this  formula 

d  =  amount  of  periodical  depreciation, 
c  =  cost  of  asset, 

s  =  estimated  residual  or  scrap  value, 
n  =  number  of  periods  of  estimated  life. 
Then 

6,000 — 1,000 

d  = 

4 
=  1,250.00. 

The    following  table   shows   the   annual    depreciation   charges   and    the 
carrying  value  of  the  asset : 

Depreciation  Table — Straight  Line  Method 

Year  Depreciation          Carrying  value 

$6,000.00 

i $1,250.00  4,750.oo 

2 1,250.00  3,500.00 

3 1,250.00  2,250.00 

4 1,250.00  1,000.00 


Total $5,000.00 

(B)  Diminishing  value  method.  The  expense  of  using  a  fixed  asset 
consists  of  two  elements :  depreciation  and  repairs.  Some  accountants  main- 
tain that  the  sum  of  these  two  elements  should  be  fairly  uniform  year  by 
year;  and  since  repairs  tend  to  increase,  the  depreciation  should  be  charged 
off  in  a  decreasing  scale  so  that  a  large  charge  will  be  made  for  deprecia- 
tion in  the  early  years  when  repair  charges  are  light,  and  a  small  charge  will 
be  made  for  depreciation  in  the  later  years  when  more  extensive  repairs  are 
necessary.  Diminishing  annual  charges  are  also  defended  on  the  ground  that 
an  asset  loses  more  value  during  the  first  year  than  during  any  other  because 
use  makes  it  second-hand.  This  reason  is  subject  to  the  rejoinder  that  since 
depreciation  is  an  operating  expense  it  should  be  based  on  values  of  a  going 
concern  and  not  on  realizable  values. 

Diminishing  charges  are  obtained  by  applying  the  same  rate  periodically 
to  the  diminishing  carrying  value.  This  rate  is  likely  to  be  underestimated 
unless  computed  by  the  formula 
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=-<£ 


6,000 

Logarithms  are  required  to  extract  the  fourth  root  of  the  fraction  1/6, 
the  procedure  being  as  follows : 

Log.  i  =  .000000  or  lo.oooooo  —  10 
"     6.  =  778ISI 

"  1/6  =  9.221849  —  10 

Or  adding  30.  —  30 

Log.  1/6  =  39.221849  —  40 

39.221849  —  40  -f-  4  =  9.805462  —  10  the  log.  of  4V  1/6  9.805462  —  10 

is  the  log.  of  .63894265. 
Then  r  =  1  —  .63894265 
=  -36105735 
=  36.105735% 

Depreciation  Table— Diminishing  Value  Method 
Depreciation  36.1057%  of 

carrying  value  Carrying  value 

$6,000.00 

1 $2,166.34  3,833.66 

2 1,384.17  2,44949 

3 884.41  1,565.08 

4 565.08  i.ooo.oo 

Total $5,000.00 


(C)  Sum-of-years'-digits  method.  The  method  just  described  is  difficult 
to  apply  unless  the  use  of  logarithms  is  understood.  A  diminishing  periodical 
charge  can  be  obtained  more  easily  by  the  sum-of-years'-digit  method.  In 
the  case  of  an  asset  with  a  life  of  four  years,  the  years'  digits  are  I,  2,  3,  4, 
and  the  sum  of  these  digits  is  10.  The  periodical  depreciation  charges  are 
computed  by  multiplying  the  total  depreciation  by  a  series  of  fractions,  the 
denominator  of  each  of  which  is  the  sum  of  the  digits  and  the  numerators 
of  which  are  the  digits  themselves,  taken  in  inverse  order. 

Depreciation   Table — Sum-of-Years'-Digits  Method 

Year  Fraction  Depreciation         Carrying  value 

$6,000.00 

i 4/10  $2,000.00  4,000.00 

2 3/10  1,500.00  2,500.00 

3 2/10  1,000.00  1,500.00 

4 i/io  500.00  i.ooo.oo 

Total $5,000.00 
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(D)  Annuity  method.  This  method  is  based  on  the  assumption  that  the 
cost  of  manufacture  should  include  interest  on  the  investment  in  fixed  assets 
as  well  as  depreciation.  The  two  elements  are  charged  in  one  amount  to 
depreciation,  with  two  offsetting  credits :  a  credit  to  interest,  diminishing 
periodically  as  the  carrying  value  of  the  asset  decreases,  and  a  periodically 
increasing  credit  to  the  reserve  for  depreciation  or  to  the  asset  account.  In 
other  words,  the  investment  in  the  fixed  asset  is  treated  as  if  it  were  the 
present  value  of  an  annuity. 

The  formula  for  computing  the  periodical  depreciation  is 

c— (sXp) 

d  =  

D-M 

The  symbols  in  this  formula,  not  used  in  preceding  formulas,  are: 
p  =  present  value  of  $i, 
D  =  compound  discount  on  $i, 
i  =  simple  interest  rate. 

If  manufacturing  cost  is  to  be  charged  with  5%  interest  on  the  diminishing 
investment,  i  is  5%,  and  p  is  computed  thus : 

i.oooooo  —  1.05  =  .952381  P.  V.  of  i  due  i  period  hence, 
.952381  —  1.05  =  .907029  P.  V.  of  i  due  2  periods  hence, 
.907029  —  1.05  =  .863838  P.  V.  of  i  due  3  periods  hence, 
.863838  —  1.05  =  .822702  P.  V.  of  i  due  4  periods  hence. 

Then  D,  the  compound  discount,  is  i  —  .822702,  or  .177298,  and 
6,000 —  (1,000  X  .822702) 


d  = 


.177298-^.05 
6,000  —  822.702 


3.54596 
=  1460.06. 

Depreciation  Table 

Charge  Credit  Credit  Carrying 

Year  depreciation  interest  reserve  value 

(5%  of  carrying  value)  $6,000.00 

i $1,460.06  $300.00  $1,160.06  4.839.94 

2 1,460.06  242.00  1,218.06  3,621.88 

3 1,460.06  181.09  1,278.97  2,342.91 

4 1460.06  H7-I5  1,342.91  1,000.00 


$5,840.24  $840.24  $5,000.00 


Question  No.  6: 

How  would  you  deal  with  the  following  items  in  preparing  the  annual 
accounts  of  a  company? 
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« 

Comment  briefly  on  any  points  which  would  need  special  consideration  : 

(a)  Goodwill. 

(b)  Repairs  reserve  account. 

(c)  Unclaimed  dividends  account. 

(d)  Bond  issue  expense  account. 

(e)  Preliminary  expense  account. 

(f )  Expenditure  during  the  year  on  leasehold  property. 

Answer  to  Question  No.  6: 

(a)  Goodwill  should  appear  in  the  balance-sheet  as  an  asset,  the  most 
fixed  of  all  assets,  because  it  cannot  be  sold  without  selling  the  business.    Its 
valuation  should  not  be  greater  than  the  price  actually  paid  for  it,  because 
it  is  improper  to  write  up  the  account  no  matter  how  profitable  the  business 
may  be.     On  the  other  hand  it  is  not  necessary  to  write  off  the  account. 
Goodwill  does  not  depreciate ;  and,  although  it  fluctuates  in  value  as  profits 
increase  or  decrease,  fluctuations  should  not  be  reflected  in  the  account.    The 
goodwill  account  has  been  so  abused  in  the  past  by  having  been  made  to 
carry  the  water  in  the  stock,  that  the  account  has  been  discredited.    For  this 
reason,  and  for  purposes  of  conservatism,  many  concerns  have  written  it 
off.    When  this  is  done  the  charge  should  be  made  to  surplus  and  not  to 
profit  and  loss. 

(b)  Realizing  that  repair  charges  are  usually  smaller  during  the  earlier 
years  of  the  life  of  an  asset  than  during  the  later  years,  and  desiring  to 
equalize  the  charge  over  all  the  years  of  estimated  life,  some  concerns  charge 
operations  with  the  estimated  average  annual  expense  for  repairs  and  credit 
a  reserve.    Actual  repair  expenditures  are  then  charged  against  the  reserve. 
In  preparing  the  annual  accounts  of  a  company  which  has  adopted  this  policy, 
the  estimated  life  and  total  probable  repairs  should  be  verified  as  well  as 
possible;  the  charges  to  the  reserve  should  be  examined  to  see  that  they 
do  not  represent  capital  expenditures ;   and  the  charges  to  the  fixed  asset 
accounts  should  be  verified  to  see  that  they  do  not  represent  repair  charges 
which  should  have  been  charged  to  the  reserve.    The  balance  of  the  reserve 
should  be  shown  on  the  liability  side  of  the  balance-sheet  and  not  as  a  de- 
duction from  the  assets. 

(c)  Unclaimed  dividends  should  be  shown  as  a  current  liability.     If 
cheques  have  been  issued,  the  liability  account  set  up  when  the  dividend  was 
declared  will  have  been  closed  and  the  cash  account  reduced.    When  cheques 
have  been  outstanding   for  a  long  time,  or  when  stockholders   cannot  be 
found,  it  is  desirable  after  verifying  the  fact  of  non-payment  to  show  the 
liability  on  the  balance-sheet. 

(d)  If  the  bond  issue  expense  is  small  and  the  bonds  are  issued  at  par, 
it  is  best  to  get  rid  of  the  account  at  once  by  writing  it  off  to  surplus.    If 
the  bonds  were  issued  at  a  discount  the  expense  could  be  amortized  with  the 
discount  by  charges  to  bond  interest.    If  the  bonds  were  issued  at  a  premium 
the  expense  could  be  offset  against  the  premium,  thus  reducing  the  periodical 
amortization.    Any  balance  remaining  in  the  expense  account  would  be  shown 
on  the  balance-sheet  as  a  deferred  charge,  though  it  would  seem  preferable 
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to  get  rid  of  the  account  by  closing  it  to  surplus,  if  small,  or  to  bond  discount 
or  premium.  It  would  be  desirable  to  carry  the  account  along  only  in  case 
the  amount  was  large  and  the  bonds  were  issued  at  par. 

(e)  It  is  customary  to  write  off  the  preliminary  expense  during  the 
first  years  of  the  company's  life,  say  three  or  five.   The  charge  should  be  made 
to  surplus  and  not  to  profit  and  loss,  because  it  is  not  a  current  operating 
expense.    The  balance  not  written  off  should  be  shown  as  a  suspense  debit 
on  the  balance-sheet. 

(f)  If  the  expenditures  on  leasehold  property  are  ordinary  repairs,  they 
should  be  charged  off  at  the  end  of  the  year  and  be  included  with  the  rent 
in  the  profit  and  loss  statement.    If  they  represent  alterations  or  improvements 
they  should  be  charged  to  leasehold  improvements  and  written  off  during  the 
life  of  the  lease.    The  charge  for  the  amount  written  off  should  be  made  to 
rent,  and  the  balance  of  the  leasehold  improvements  account  should  appear 
on  the  balance-sheet  as  a  deferred  charge. 

Question  No.  7: 

It  being  understood  that  in  well-managed  industrial  concerns  large  ex- 
penditures for  construction  should  not  be  made  unless  they  are  properly 
authorized,  discuss  in  detail  a  method  for  preparing  requisitions  for  such 
work,  describing  the  information  that  should  be  shown  and  the  form  which 
authorization  should  take. 

Answer  to  Question  No.  7: 

It  is  assumed  that  in  a  well-managed  industrial  concern,  the  functional 
plan  of  organization  would  be  in  vogue.  This  would  include  a  planning  and 
engineering  department  which  would  prepare  plans  and  make  estimates  of  the 
cost  of  any  new  construction  which  might  be  considered.  New  construction 
would  probably  be  authorized  by  the  board  of  directors,  and  before  authoriz- 
ing it  they  would  require  the  planning  department  to  furnish  an  estimate  of 
the  probable  cost.  An  order  would  be  issued  to  the  planning  and  engineering 
department  to  prepare  plans  and  determine  approximate  cost  of  the  proposed 
construction,  and  the  cost  of  their  work  would  be  charged  to  this  order. 

If  the  directors  decide  to  proceed  with  the  work,  they  might  enter  into 
a  contract  with  a  construction  company,  in  which  case  the  question  of  requisi- 
tions would  not  be  involved.  If  the  work  is  to  be  done  by  the  concern  itself, 
requisitions  for  material  would  be  issued  through  the  regular  channels  of  the 
purchasing  department,  and  the  utilization  of  material  and  labor  would  be 
authorized  by  the  general  manager  through  the  customary  form  of  produc- 
tion orders.  The  production  order  for  construction  would  be  supported  by 
material  requisitions  and  labor  reports,  and  the  cost  of  construction  should 
include  the  correct  proportion  of  manufacturing  expense. 

Question  No.  8: 

(a)  What  is  the  effect  of  depreciation  upon  the  operating  results  of  a 
business  ? 

(b)  Is  a   charge   for   this   purpose   recognized  under  the  income-tax 
regulations  ? 

(c)  If  the  authorities  disallow  any  charge  which  has  been  made  upon 
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the  books,  state  specifically  how  the  amount  disallowed  should  be  treated  in 
subsequent  income-tax  returns. 

Answer  to  Question  No.  8: 

(a)  Depreciation  is  an  expense  to  be  accounted  for  before  the  true 
operating  results  of  a  business  can  be  known. 

(b)  The  income-tax  regulations  provide  that  "a  reasonable  allowance 
for  the  exhaustion,  wear  and  tear  and  obsolescence  of  property  used  in  the 
trade  or  business  may  be  deducted  from  gross  income." 

(c)  If  depreciation  is  disallowed  it  should  be  treated  as  an  increase  in 
the  invested  capital  in  subsequent  income-tax  returns. 

Question  No.  9: 

A  merchant  going  abroad  to  purchase  goods  secures  from  his  bank,  on 
the  strength  of  his  general  financial  standing,  a  letter  of  credit  for  use  in 
his  contemplated  purchases  of  $500,000. 

How  should  the  issuance  of  this  letter  of  credit  be  shown  in  the  accounts 
of  the  bank? 

Answer  to  Question  No.  9: 

The  bank  would  record  the  issuance  of  the  letter  of  credit  by  a  $500,000 
debit  to  "customers'  liability  on  letters  of  credit,"  offset  by  an  equal  credit  to 
"liability  on  letters  of  credit." 

LAWYER  vs.  ACCOUNTANT  IN  PARTNERSHIP  LIQUIDATION — (Concluded) 
Editor,  Students'  Department: 

SIR:  In  an  article  appearing  in  the  Students'  Department  of  the  May 
issue  of  THE  JOURNAL  OF  ACCOUNTANCY,  entitled  Lawyer  vs.  accountant  in 
partnership  liquidation,  an  argument  submitted  by  me  to  the  editors  of  the 
Students'  Department  is  quoted  and  commented  upon,  and  I  desire  to  express. 
my  appreciation  and  thanks  to  the  editors  for  their  consideration  and  criti- 
cisms of  the  matter  and  the  argument  I  submitted. 

The  problem  submitted  need  not  be  here  re-stated,  nor  the  questions  of 
the  candidate  relating  to  the  problem,  although  as  to  the  latter  I  may  say 
that  in  my  letter  directed  to  the  editors,  as  against  the  contention  that  there 
was  a  gain,  I  advanced  the  contention  that  there  was  a  loss,  so  to  submit 
two  extremes,  although  my  personal  opinion  was,  and  is,  that  the  partners 
should  share  the  $90,000.00  worth  of  stock  on  an  equal  basis. 

Further,  it  may  be  interesting  to  state  that  this  problem,  together  with 
the  same  letter  (except  as  to  address),  was  submitted  to  several  accounting 
authorities,  and  as  to  the  question  submitted,  replies  were  received  as  follows  : 

One  authority  stated  that  both  contentions  were  wrong. 

One  authority  stated  that  both  contentions  were  right. 

The  editors  stated  there  were  three  possible  alternatives. 

One  university  stated  that  there  was  a  gain  because  "fiction  must  pre- 
vail over  fact." 

And  I  am  mindful  at  this  point  that  Mr.  Richardson,  the  editor  of  THE 
JOURNAL  OF  ACCOUNTANCY  in  the  May,  1919,  issue,  at  page  365,  states  that 
"the  accountant  is  concerned  with  facts  and  the  lawyer  with  theories"  ;  but  the 
above  illustrates  that  many  theories  must  have  been  concerned  to  produce  so 
many  different  expressions  of  fact  relative  to  the  same  Accounting  question. 

By  way  of  reply  to  the  published  article  of  the  editors,  and  to  obtain  a 
view  of  what  has  been  and  is  to  be  considered,  I  will  separate  the  matters 
considered  in  the  editors'  article  into  two  divisions. 
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First:     i.  C.  P.  A.  examination  problem  submitted, 

2.  Question  of  candidate  relating  to  problem, 

3.  Answer  of  editors  offering  three  alternatives, 

4.  Reply  of  candidate  requesting  editors'  election  as  to  which 

of  the  three  alternatives  might  be  deemed  most  reasonable 
with  no  facts  to  consider  other  than  those  related  in  the 
problem, 

5.  Answer  of  editors  to  candidate's  reply; 

the  above  embracing  about  the  first  half  of  the  editors'  article ;  and, 

Second :  The  argument  in  favor  of  equal  division  of  goodwill,  where 
facts  are  identical  with  those  submitted  in  the  C.  P.  A. 
examination  problem,  except  that  the  $90,000  for  goodwill 
is  actually  paid  in  cash; 

embracing  approximately  the  remaining  half  of  the  editors'  article. 

FIRST 

Question :  With  nothing  more  than  is  given  in  the  problem,  is  it  just  to 
divide  the  stock  on  any  other  basis  than  an  equal  one  ? 

The  editors  state:  "We  most  emphatically  say  that,  in  our  opinion,  it 
would  be  absolutely  unjust  to  divide  the  stock  equally  except  under  hypo- 
thesis (a)  of  our  letter  of  December  1st."  The  letter  of  December  ist  offers 
three  hypotheses,  as  follows : 

(a)  The  stock  may  be  taken  as  worth  what  is  paid  for  it. 

(b)  The  stock  may  be  taken  over  at  par. 

(c)  The  stock  may  be  taken  as  worth  only  fifty  cents  on  the  dollar, 
although  there  does  not  appear  to  be  anything  at  the  time  of  the  transfer  to 
indicate  such  a  value. 

And  nothing  is  stated  by  the  editors  as  to  whether  it  is  more  reasonable  to 
consider  (a)  in  preference  to  either  one  of  the  other  two.  It  is  only  pos- 
sible to  acquire  an  insight  as  to  whether  or  not  the  editors  regard  (a)  as  the 
hypothesis  to  be  preferred  from  their  statements  relating  to  (b)  and  (c). 

The  editors  state  that  "(c)  need  not  be  considered."  However  (c),  ex- 
presses, for  all  practical  purposes,  an  alternative  exactly  opposite  to  (b), 
and  if  as  in  (c)  there  may  be  a  loss,  or  as  in  (b)  there  may  be  a  gain,  then 
if  the  facts  offered  are  sufficient  to  warrant  the  dismissal  of  (c)  the  same 
facts  must  be  sufficient  to  warrant  the  dismissal  of  (b),  and  therefore  only 
(a)  remains. 

By  way  of  further  explanation,  it  may  be  said  that  (c)  is  based  upon  the 
sale  of  stock  at  some  time  after  the  partnership  transaction,  but  (b)  is  not 
even  based  upon  any  fact  recited  in  the  problem  either  before,  after  or  at 
the  time  of  the  transaction,  and  if  it  is  regarded  that  (c)  need  not  be  con- 
sidered, because  it  is  based  upon  a  fact  given,  but  that  fact  relates  to  a  time 
subsequent  to  the  partnership  transaction,  how  much  more  conclusive  is  it 
that  (b)  need  not  be  considered  because  it  is  based  upon  the  fact  as  to  which 
not  even  a  hint  is  given  in  the  recital  of  facts  contained  in  the  problem  ? 

If  (b)  and  (c)  "need  not  be  considered,"  then  only  (a)  remains,  and  I 
take  it  the  editors,  by  the  answer  "we  most  emphatically  say  that  in  our 
opinion  it  would  be  absolutely  unjust  to  divide  the  stock  equally  except  under 
hypothesis  (a),"  are  in  fact  stating  that  with  nothing  more  than  is  given  in 
the  problem,  it  is  unjust  to  divide  the  stock  in  any  manner  other  than  on  an 
equal  basis. 

This  is  inadvertently  corroborated  by  the  statement  of  the  editors :  "It 
is  probable  that  the  (b)  statement  was  the  one  contemplated,  as  it  gives  at 
least  a  nominal  value  to  goodwill."  Why  use  the  term  goodwill?  Almost 
any  other  word  might  do  just  as  well.  No  facts  are  related  in  the  problem 

316 


Students'   Department 

which  indicate  that  the  business  has  any  goodwill,  unless  in  general  it  can 
be  conclusively  considered  that  any  business  in  need  of  "more  capital,"  and 
finding  itself  confronted  with  the  necessity  of  "providing  working  capital," 
because  of  these  circumstances  alone  has  a  valuable  goodwill. 

Bearing  in  mind  the  comment  of  the  editors  contained  in  the  first  three 
lines  on  page  310,  of  the  October,  1919,  issue  of  THE  JOURNAL  OF  ACCOUNT- 
ANCY, why  not  use  the  term  "manna"  instead  of  goodwill,  on  the  ground  that 
this  asset  must  have  dropped  from  heaven,  since  there  appears  to  be  no 
earthly  way  of  accounting  for  it.  Further,  if  (b)  gives  only  a  nominal  value 
which  requires  $90,000  to  express  it,  then  how  much  greater  an  amount,  in 
the  view  of  the  editors,  would  be  necessary  to  express  a  simple  and  ordinary 
value  ? 

SECOND 

Question:  In  any  circumstances,  should  the  acquisition  of  goodwill  be 
regarded  as  producing  an  ordinary  profit  ? 

The  argument  advanced  and  quoted  in  the  editors'  article  is  that  the 
acquisition  of  goodwill  occurs  in  the  course  of  time  and  is  associated  with 
the  profits  earned  by  the  operations  of  the  business  in  the  course  of  time. 
Goodwill  could  not  be  established  by  itself,  in  the  absence  of  other  assets, 
or  without  contemplating  something  else  with  it;  and  goodwill  becomes 
established  with  and  pertaining  to  something  else,  with  which  it  becomes 
merged,  and  it  is  inseparable  therefrom. 

Goodwill  is  an  advantage  or  benefit  which  is  acquired  by  an  establishment, 
beyond  the  mere  value  of  the  capital  stock,  funds  or  profit  employed  therein, 
in  consequence  of  the  general  public  patronage  and  encouragement  which 
it  receives  from  constant  or  habitual  customers,  on  account  of  its  local 
position  or  common  celebrity  or  reputation  for  skill  or  affluence  or  punc- 
tuality, or  from  other  accidental  circumstances  or  necessities,  or  even  from 
ancient  partiality  or  prejudices. 

The  goodwill  of  a  business  practically  consists  of  that  favorable  reputa- 
tion it  has  established  creating  a  disposition  or  inclination  of  persons  to 
extend  their  patronage  to  the  business  on  that  account,  and,  as  the  business 
is  always  associated  with  the  name  under  which  it  is  conducted,  the  name 
becomes  a  part,  and  often  an  important  part,  of  its  goodwill. 

Goodwill  of  a  partnership  is  a  part  of  the  property  of  the  firm.  It  is 
every  advantage  that  has  been  acquired  by  the  old  firm  in  carrying  on  its 
business  whether  connected  with  the  premises  in  which  the  business  was  pre- 
viously carried  on  or  with  the  name  of  the  last  firm. 

As  goodwill  is  abstract,  cannot  be  seen  and  handled,  it  must  be  speculative. 
It  is  liberally  paid  for  in  many  cases  because  the  purchaser  speculates  in  the 
matter  of  hoping  to  collect  future  profits,  basing  his  estimate  of  the  value  of 
goodwill  on  what  he  expects  to  collect  in  the  future. 

Thus  the  purchaser  pays  because  he  hopes  for  future  profits,  and  the  seller 
is  not  paid  because  of  the  future  profits,  but  because  of  past  profits  (which 
he  has  already  received),  the  buyer  being  willing  to  pay  for  goodwill  by 
basing  his  hope  for  future  profits  on  the  established  facts  relating  to  past 
profits. 

I  appreciate  what  is  regarded  as  good  accounting,  and  I  agree  with  all  that 
the  editors  say,  because  my  argument  is  not  given  in  support  of  any  account- 
ing method,  but  merely  offered  to  illustrate  one  point,  viz.  : 

That  goodwill  is  established  in  the  course  of  time,  and  is  associated  with 
other  assets  from  which  it  cannot  be  separated,  and  that  it  is  an  abstract 
quality  of  an  absolutely  speculative  nature ;  and  an  accounting  method  cannot 
prejudice  the  expression  of  a  true  fact,  nor  should  an  accounting  method 
attempt  to  do  so  for  no  other  purpose  than  to  give  "nominal  value  to  good- 
will." 
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The  editors^  reply,  offering  an  illustration,  stating  if  the  inventory  is  worth 
$10,000  more  on  the  market  that  then  such  $10,000  is  additional  profit,  etc., 
calls  for  the  comment  that  there  is  just  as  much  recited  in  the  problem  con- 
cerning this  as  concerns  the  possibility  that  any  real  goodwill  is  present. 
The  editors  further  state  that  the  partners  "arrange  to  sell  it  to  the  corpora- 
tion for  what  are  presumably  good  shares  of  stock" ;  but  here  again  the  facts 
stated  in  the  problem  (and  the  editors'  reply  as  well)  fail  to  offer  any  sug- 
gestion as  to  who  the  presumptive  parties  are,  the  partners  or  the  editors,  and 
exactly  how  far  the  presumption  is  to  extend. 

The  editors  state  that  I  express  anxiety  to  prevent  Brown  and  Smith  from 
deriving  any  profit  from  the  goodwill,  but  I  am  only  concerned  about  Smith's 
not  getting  a  square  deal,  as  it  is  my  firm  opinion  that  the  partners  should 
divide,  even  cash  received,  on  an  equal  basis. 

I  do  not  say  this  with  a  view  of  casting  any  reflection  upon  the  view  of 
the  editors,  as  I  regard  all  their  articles  as  commendable  and  of  great  value 
to  the  accounting  profession.  However,  too  often  accountants  are  bound  by 
the  conventions  of  their  profession.  Rules  and  methods  are  commendable, 
but  accountants  should,  and  I  think  they  do,  recognize  that  there  may  be  an 
exception  to  almost  any  rule  or  method. 

My  opinion  is  that  where  goodwill  is  realized  it  should  not  be  regarded 
as  an  ordinary  profit.  The  term  profit  is  ordinarily  used  in  the  sense  that  it 
refers  to  profits  derived  from  ordinary  business  operations  of  a  business : 
and  where  partners  agree  to  engage  in  business  as  partners  and  to  divide  all 
profits  on  a  certain  basis  such  agreement  relates  to  ordinary  and  not  specula- 
tive profits. 

When  partners  are  selling  out  they  are  no  longer  conducting  the  business, 
even  though  selling  the  business  as  a  going  concern.  As  a  matter  of  law. 
and  I  may  say  common-sense,  the  difference  between  that  which  is  ordinary 
and  that  which  is  speculative  presents  nothing  that  is  new  either  in  theory 
or  in  fact. 

Almost  everyone  appreciates  that  by  the  word  "profit,"  when  applied  to 
the  operating  of  any  business,  is  meant  the  profit  derived  from  the  operations 
conducted  within  the  scope  of  the  operations  of  the  particular  business  in 
question.  Partners  agreeing  to  divide  the  profits  of  their  business  on  an 
unequal  basis  mean  their  usual  operating  profits,  and  goodwill  is  not  a  usual 
operating  profit.  It  is  speculative,  in  that  it  is  derived  from  that  which 
someone  expects  to  acquire  in  the  future. 

Suppose  Brown  and  Smith  desire  to  establish  a  partnership  to  engage  in  a 
certain  line  of  business,  and  each  turns  over  to  the  partnership  $205,000 
market  value  of  certain  stock.  For  the  purpose  of  this  illustration  identify 
such  stock  as  "Stutz."  It  is  arranged  that  B  is  to  acquire  certain  assets 
necessary  to  carry  on  the  proposed  business,  and  Smith  is  entrusted  with  the 
stock  for  the  purpose  of  at  once  disposing  of  it,  to.  obtain  cash  to  pay  for 
the  assets  acquired  by  B. 

If  Smith  negligently  fails  to  dispose  of  the  stock  until  a  week  later,  and 
in  the  meantime  the  market  value  of  stock  has  doubled,  Brown  and  Smith 
have  made  $410,000  before  the  partnership  really  began,  and  not  because  of 
anything  that  either  of  them  did,  but  rather  because  one  neglected  to  do 
something  as  promptly  as  it  should  have  been  done.  Would  anyone  suppose 
that  Brown  and  Smith  contemplated  such  profit  when  they  agreed  to  divide 
the  profits  of  the  business,  which  they  intended  to  establish,  on  an  unequal 
basis? 

By  way  of  another  illustration,  it  may  be  stated  that  a  few  years  ago  the 
old  Hotel  Gibson,  at  Cincinnati,  was  destroyed  by  fire.  This  occurred  after 
the  corporation  owning  it  had  already  contracted  to  pay  for  the  demolishing 
of  the  building  to  make  way  for  a  new  and  modern  structure.  In  consequence 
of  the  fire  the  company  not  only  found  itself  with  the  building  out  of  the 
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way,  but  saved  a  considerable  sum  which  it  had  already  contracted  to  pay  to 
have  it  demolished,  to  say  nothing  of  the  gain  in  the  matter  of  time  that 
would  have  been  required  to  raze  the  building,  and  in  addition  to  all  this  a 
large  sum  of  insurance  carried  on  the  old  building  was  paid  to  the  company. 

Had  Brown  and  Smith  been  involved  in  that  matter,  would  the  insurance 
collected  have  been  regarded  the  same  as  profit  derived  from  the  ordinary 
operations  of  the  business  conducted  by  them  ? 

In  conclusion,  I  will  say  that  my  opinion  is  it  is  unreasonable  for  a  partner 
interested  in  one-half  of  certain  assets  with  another  partner,  but  sharing 
the  greater  part  of  the  profits,  to  claim  the  greater  share  of  that  which  is 
received  for  goodwill  for  the  following  reasons,  viz. : 

That  which  is  received  is  paid  by  a  purchaser  because  certain  extraordi- 
nary profits  have  been  earned  in  the  past,  but  when  such  profits  were  earned 
they  were  then  divided  on  an  unequal  basis.  To  say  that  because  one  partner 
has  already  received  a  greater  part  of  the  profits,  he  should  also  receive  the 
greater  part  of  an  amount  paid  by  a  purchaser  in  excess  of  the  real  value  of 
other  assets  acquired  is  altogether  unreasonable,  because  that  abstract  quality 
for  which  the  purchaser  pays  cannot  exist  by  itself,  but  does  exist  only  in 
conjunction  with  something  else  from  which  it  is  inseparable. 

The  argument  of  the  editors  rather  suggests  the  action  "of  a  man  trying 
to  overtake  his  shadow  while  walking  east  on  a  sunny  afternoon."  To  create 
a  nominal  asset  and  give  it  "nominal  value"  ($90,000) ,  although  "the  existence 
of  any  goodwill  is  more  than  doubtful,"  is  to  be  commended  and  applauded 
as  fully  as  the  accomplishment  of  the  man  who  walks  eastward  every  sunny 
afternoon  in  an  attempt  to  overtake  his  shadow. 

Respectfully  yours, 
May  15,  1920.  L.  F.  RATTERMAN. 

[It  was  Mr.  Walton's  desire  that  this  communication  from  Mr.  Ratterman 
be  published,  but  his  death  occurred  before  the  copy  for  this  issue  was  com- 
pleted. The  following  reply  is  written  with  the  hope  that  it  will  express 
Mr.  Walton's  opinions. — H.  A.  F.] 

The  details  of  the  problem  published  in  THE  JOURNAL  OF  ACCOUNTANCY 
of  May,  1920,  have  no  doubt  been  forgotten.  The  essential  facts  are  these: 
Brown  and  Smith  were  partners  with  equal  capital  accounts,  sharing  profits 
and  losses  by  agreement  in  the  ratio  of  60%  and  40%,  respectively.  The 
business  was  incorporated,  and  the  partnership  transferred  net  assets  of 
$410,000  for  $800,000  par  of  stock,  later  donating  $300,000  of  stock  to  the 
corporation.  Therefore  the  partnership  liquidated  with  $500,000  of  stock 
which  it  received  for  $410,000  net  assets  and  $90,000  goodwill.  Mr.  Ratter- 
man contends  that  the  $90,000  of  stock  received  for  goodwill  should  be  di- 
vided equally  because  it  was  obtained  as  an  extraordinary  profit;  it  is  our 
contention  that  the  profit  of  $90,000  on  the  sale  of  the  goodwill  should  be 
divided  in  the  agreed  profit  and  loss  ratio  of  60%  and  40%,  because  a  con- 
tract is  a  contract,  and  the  agreement  of  the  partners  governs  the  division 
of  all  profits,  ordinary  and  extraordinary. 

In  support  of  his  contention,  Mr.  Ratterman  states  that  "partners  agree- 
ing to  divide  the  profits  of  their  business  on  an  unequal  basis  mean  their 
usual  operating  profits,  and  goodwill  is  not  a  usual  operating  profit."  If  that 
is  what  they  mean  they  should  state  the  fact  clearly.  If  Brown  and  Smith 
had  intended  that  the  operating  profits  estimated  yearly  should  be  divided 
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60%  to  Brown  and  40%  to  Smith,  and  that  any  profits  realized  by  the  sale 
of  the  business  should  be  divided  equally,  they  should  have,  and  probably 
would  have,  made  such  an  agreement.  Instead,  they  agreed  to  a  60%  and 
40%  ratio  for  the  division  of  profits  without  qualifications. 

When  partners  thus  clearly  state  their  desire  to  share  profits  in  a  certain 
ratio,  it  would  seem  that  an  accountant  ought  to  feel  bound  to  divide  the 
profits  in  accordance  with  the  agreement.  It  is  this  respect  for  a  contract 
which  Mr.  Ratterman  refers  to  when  he  states  that  "too  often  accountants 
are  bound  by  the  conventions  of  their  profession."  Although  Mr.  Ratterman 
is  an  attorney,  he  does  not  seem  to  feel  the  same  obligation  to  abide  by  the 
terms  of  a  contract.  Some  unrevealed  evidence  has  convinced  him  that  while 
the  partners  say  60%  and  40%  they  mean  60%  and  40%  part  of  the  time 
and  50%  and  50%  the  rest  of  the  time.  He  is  "concerned  about  Smith's  not 
getting  a  square  deal";  he  wants  Smith  to  have  50%,  although  Smith  agreed 
to  take  40%.  Presumably  the  partners  themselves  are  the  best  judges  of 
what  constitutes  a  square  deal.  Judged  by  this  standard,  how  square  a  deal 
would  Brown  get  if  Mr.  Ratterman  succeeded  in  giving  him  50%  instead 
of  60%  ? 

In  one  paragraph  Mr.  Ratterman  makes  a  distinction  between  ordinary 
profit  and  extraordinary  profit,  and  quite  properly  classifies  the  profit  on  the 
sale  of  goodwill  as  an  extraordinary  profit.  He  concludes  the  paragraph 
thus  :  "Where  partners  agree  to  engage  in  business  as  partners,  and  to  divide 
all  profits  on  a  certain  basis,  such  agreement  relates  to  ordinary  and  not 
speculative  profit."  In  other  words,  all  does  not  mean  all ;  it  means  a 
portion. 

(To   be   concluded  in  November) 


George  Shedden 

George  Shedden,  member  of  the  American  Institute  of  Accountants, 
certified  public  accountant  of  Washington,  died  suddenly  at  Walla  Walla, 
Washington,  August  19,  1920.  Mr.  Shedden  was  a  member  of  the  firm  of 
Shedden  &  Me  Adam.  He  was  born  in  Glasgow,  Scotland,  in  1856,  and  came 
to  America  when  seven  years  of  age.  He  was  educated  in  Boston,  Massa- 
chusetts, and  later  returned  to  Scotland,  where  he  was  graduated  from  the 
university  of  Edinburgh.  He  had  resided  for  twenty  years  in  Tacoma, 
and  was  prominent  in  the  accounting  profession.  For  fourteen  years  he  had 
served  as  a  member  of  the  state  board  of  accountancy,  and  was  secretary 
and  treasurer  at  the  time  of  his  death. 
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Neglected  Commercial  Discounts 

J.  HUGH  JACKSON 

The  old  adage  that  accounts  which  fail  to  tell  the  truth  are 
worse  than  no  accounts  at  all  is  open  to  the  wide  interpretation  as 
to  what  constitutes  truth.  The  common  method  of  handling  com- 
mercial discounts  has  been  to  debit  a  merchandise  discount  account 
for  all  discounts  taken  by  customers  on  sales  which  the  business 
has  made  to  them  and  to  credit  the  merchandise  discount  account 
for  all  discounts  which  the  business  takes  on  purchases  made 
from  others.  The  counterbalancing  entry,  obviously,  is  a  credit  to 
the  customer  or  a  debit  to  the  creditor  for  the  amount  of  the 
discount.  In  many  cases  the  more  progressive  bookkeeper  has 
divided  the  merchandise  discount  account  into  a  discount  on 
sales  account  and  a  discount  on  purchases  account;  but  the 
principle  stated  above  still  remains  true.  It  is  only  the  amount 
of  the  discount  allowed  or  received  that  is  recorded  on  the  books 
of  the  business. 

When  it  comes  to  the  income  statement  there  is  considerable 
variation  in  the  methods  used  by  accountants.  Discounts  on  sales 
are  considered  (a)  as  a  deduction  from  gross  sales  in  order  to 
ascertain  net  sales,  (b)  as  a  selling  expense  and  are  included  in 
the  operating  section  of  the  income  statement  or  (c)  as  a  collec- 
tion expense  and  are  grouped  among  the  administrative  expenses 
of  the  business.  Good  arguments  may  be  advanced  perhaps  for 
any  of  the  methods  mentioned.  Discounts  on  purchases  are  either 
deducted  from  gross  purchases,  to  ascertain  the  net  purchases  of 
the  period,  or  are  treated  as  a  sort  of  interest  income  in  the  other- 
income  section  of  the  income  statement.  The  writer  believes  that 
in  each  case  the  element  of  discount  should  be  added  to  the  real 
sales  or  purchases  to  determine  the  net  sales  revenue  or  purchases 
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outgo  of  the  period ;  and  the  reason  will  be  obvious  as  this  discus- 
sion proceeds. 

The  purpose  of  accounting  is  to  reveal  the  true  condition  of  a 
business.  But  does  the  balance-sheet  of  a  business,  when  pre- 
sented to  the  proprietors  or  stockholders  thereof,  show  all  facts 
which  are  vital  to  the  successful  continuation  of  that  business? 
Even  when  combined  with  the  income  statement,  as  ordinarily  con- 
structed, much  of  this  information  is  lacking.  The  value  of  the 
assets  and  the  amount  of  the  liabilities,  the  net  proprietorship,  the 
earnings  of  the  year,  the  gross  sales  and  other  interesting  facts 
may  be  shown.  But  what  is  the  credit  condition  of  the  business  ? 
Does  it  pay  its  bills  promptly?  Are  its  accounts  receivable  slow 
pay?  Many  such  vital  questions  may  arise  in  the  mind  of  the 
stockholder,  and  it  is  the  purpose  of  this  paper  to  suggest  one 
method  by  which  some  information  of  this  nature  may  be  obtained. 

In  the  purchase  and  sale  of  merchandise  a  discount  for  quick 
payment  is  usually  allowed.  A  few  of  our  great  corporations  have 
standardized  this  rate  at  one-half  of  one  per  cent  per  month,  but 
this  can  scarcely  be  considered  a  commercial  discount  as  that  term 
has  been  used  and  as  it  is  usually  understood.  The  ordinary  dis- 
count makes  quite  a  distinction  between  a  quick  and  a  slow  pay- 
ment. Thus,  on  a  certain  purchase  a  discount  of  5  per  cent  may 
be  allowed  for  payment  within  ten  days,  3  per  cent  for  payment 
within  thirty  days,  or  prices  are  net  if  paid  within  sixty  days.  The 
real  value  of  the  merchandise  is  the  gross  selling  price  less  the 
maximum  discount  allowable.  To  state  this  another  way,  the 
man  who  pays  his  bill  within  the  ten-day  period  is  paying  the  value 
of  the  merchandise  itself  much  more  nearly  than  is  the  man  who 
pays  his  bill  at  the  expiration,  let  us  say,  of  the  sixty-day  period. 
A  business  with  good  credit  and  with  good  management  will  see  to 
it  that  the  highest  discount  offered  is  taken,  and  if  this  discount 
is  deducted  from  the  gross  purchases  of  the  period  the  books  will 
show  a  correspondingly  low  valuation  for  the  merchandise.  On 
the  other  hand,  the  business  with  such  poor  credit  that  it  can  pay 
its  bills  only  at  the  last  minute  will  be  paying  the  maximum  price 
for  its  merchandise,  and  it  is  very  likely  to  happen  that  the  business 
with  the  poorest  credit  will  have  the  highest  value  for  its  merchan- 
dise on  its  books.  This  discount  should  not  be  considered  as  adding 
anything  to  the  value  of  the  merchandise,  for  the  cost  of  manu- 
facturing or  distributing  the  goods  sold  to  the  sixty-day  man  can 
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be  no  greater  than  that  of  the  goods  sold  to  the  man  who  paid 
his  bill  promptly.  The  5  per  cent  has  nothing  to  do  with  the 
merchandise ;  it  is  entirely  a  payment  for  delay  and  for  the  risk 
involved.  This  infers  that  the  merchandise  should  be  charged  to 
the  merchandise  or  purchases  account  at  the  gross  figure  less  the 
maximum  discount  allowed;  and  that  is  exactly  what  should  be 
done.  The  gross  cost  should  not  be  entered  to  the  merchandise 
account  even  temporarily,  but  the  discount  allowed  should  be  pro- 
vided for  in  some  other  way. 

This  requires,  in  the  treatment  of  purchase  and  sales  discounts, 
a  complete  shift  in  the  point  of  view  from  that  usually  maintained. 
Discounts  taken  on  accounts  payable  are  not  profits,  but  neglected 
discounts  are  losses.  Anyone  could  have  purchased  the  goods  at 
the  minimum  price.  It  is  only  because  the  business  is  unable  to  take 
advantage  of  these  discounts  that  money  is  lost,  and  this  is  the 
fact  that  should  be  known  to  the  proprietors  or  stockholders  of  that 
business.  Likewise,  discounts  allowed  on  sales  are  not  losses,  but 
collected  discounts  are  profits.  The  business  is  perfectly  willing 
to  sell  any  and  all  of  its  product  for  the  gross  price,  less  the 
maximum  discount,  and  anything  over  and  above  that  which  is 
collected  because  of  delayed  payment  on  the  part  of  the  customers 
is  pure  profit.  The  sales  account  should  be  credited  for  only  the 
amount  which  the  business  is  willing  to  accept  for  a  cash  pay- 
ment within  the  minimum  discount  period,  for  that  is  the  real  sale 
value  of  the  merchandise.  The  balance  is  a  payment  by  the 
customer  for  the  risk  assumed  by  the  business  on  his  account,  and 
the  books  should  show  that  fact. 

In  the  case  of  public  utilities,  this  question  of  discounts  not 
taken  or  of  forfeited  discounts  has  been  given  considerable  atten- 
tion. No  attempt  is  made  here  to  exhaust  the  subject,  and  a  few 
of  the  state  regulations  are  referred  to  only  as  showing  the  trend 
in  this  direction.  In  the  uniform  classification  of  accounts  for 
electric  companies  prescribed  by  the  public  service  commission 
of  Pennsylvania,  effective  January  I,  1919,  account  No.  333,  under 
operating  revenue  accounts,  is  entitled  "consumers'  discounts  for- 
feited and  penalties  imposed."  It  is  prescribed  for  classes  A,  B, 
and  C  electric  utilities,  and  provides: 

"Credit  to  this  account  the  amounts  of  those  discounts 
the  utility  allows  its  consumers  on  condition  that  they  pay 
their  electric  bills  on  or  before  a  specified  date,  and  which  are 
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forfeited  by  the  consumers  because  of  their  failure  to  pay  their 
bills  within  the  specified  time. 

"Credit  also  to  this  account  the  amounts  of  penalties  im- 
posed by  the  utility  on  its  consumers  because  of  their  failure 
to  pay  their  electric  bills  within  a  stated  time." 
A  similar  provision  is  made  for  class  D  electric  utilities  through 
account  No.  36  shown  in  the  appendix  to  the  regulations.     The 
accounts  do  not  definitely  state  how  this  income  shall  be  reflected 
in  the  income  statement,  but  it  would  undoubtedly  be  shown  as  a 
separate  item,  showing  definitely  the  amount  of  revenue  realized 
from  this  source.     This  would  mean  that  the  several  accounts 
recording  metered  sales  of  electricity  would  be  credited  for  the 
amount  charged  customers  less  the  amount  credited  to  the  account 
No.  333  referred  to  above,  thus  showing  in  the  several  "metered 
sales"  accounts  the  real  value  of  the  commodity  sold. 

The  public  service  commission  of  Missouri,  through  its  general 
order  No.  12,  effective  January  I,  1915,  and  prescribing  a  uniform 
system  of  accounts  for  electrical  corporations,  provides  revenue 
account  No.  181,  "discounts  forfeited,"  to  which  shall  be  credited 
"all  revenues  derived  from  the  forfeiture  of  discounts  by  con- 
sumers." 

Other  commissions,  such  as  those  of  New  Jersey  and  Mary- 
land, maintain  the  old  view  and  provide  in  substance  that  "credits 
to  the  various  revenue  accounts  shall  be  made  upon  the  basis  of 
bills  rendered  or  of  gross  prices,"  and  that  "discounts  for  prompt 
payment,  corrections  of  overcharges,  overcollections  theretofore 
credited  and  afterward  corrected,"  etc.,  shall  be  "charged  to  the 
revenue  account  to  which  they  relate." 

Still  other  state  commissions,  notably  that  of  Colorado,  in  its 
uniform  system  of  accounts  for  gas  utilities,  effective  January  I, 
1916,  provide  that  "where  it  is  the  custom  of  the  utility  to  grant 
a  discount  from  the  gross  bill  or  to  add  a  penalty  to  the  bill 
where  payment  is  not  made  on  or  before  a  prescribed  date,  such 
discounts  or  penalties  shall  be  charged  or  credited"  to  the  earnings 
from  sales  for  (a)  commercial  lighting  or  (b)  commercial  fuel. 
However,  "utilities  desiring  to  do  so  may  open  sub-accounts  to 
show  the  minimum  bill  and  the  discount  or  penalty  items." 

In  this  respect,  then,  while  some  state  commissions  have  taken 
no  definite  action  on  the  question,  the  trend  is  somewhat  in  advance 
of  commercial  accounting.  Yet  the  commercial  business,  due  to 
keen  competition  on  all  sides,  has  a  far  greater  need  of  knowing 
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definitely  every  source  of  income  and  every  possible  point  of  leak- 
age. It  is  for  this  very  reason  that  the  commercial  executive 
should  have  placed  before  him  clearly  the  facts  concerning  neg- 
lected discounts  on  purchases  and  collected  discounts  on  sales, 
as  well  as  the  discounts  actually  taken  both  on  purchases  and  on 
sales. 

The  next  question  to  consider,  then,  is  the  ease  with  which  this 
information  may  be  obtained.  The  principle  is  simple,  and  the 
two-column  sales  book  and  purchase  book  only  will  be  used  for 
the  sake  of  illustration.  Suppose  a  purchase  is  made  of  Haw- 
ihorne  &  Co.,  under  date  of  Dec.  5th,  amounting  to  $1,200.00, 
terms,  5/10,  3/10,  n/6o. 

Purchase  book 


Date 

Folio 

Acc'ts  and  explanation 

Purchases 

Purchase 
discounts 
allowable 

Dec.  5  

x 

Hawthorne  &  Co  

$1.140.00 

$60.00 

The  entry  above  is  self-explanatory.  Accounts  payable  (and 
Hawthorne  &  Co.)  are  credited  for  $1,200.00,  merchandise  pur- 
chases account  is  debited  for  $1,140  (the  real  value  of  the  merchan- 
dise), and  purchase  discounts  allowable  is  debited  for  the  allowable 
discount,  $60.  At  the  end  of  the  month  the  posting  would  be  simi- 
lar to  that  given  for  the  one  transaction  above,  and  the  individual 
creditors  would  be  credited  as  from  any  other  purchase  book.  In 
the  cashbook  there  would  be  on  the  credit  side  of  the  book  the  ordi- 
nary column  for  accounts  payable  and  the  column  for  discounts 
taken  on  purchases.  If  a  bill  was  paid  within  the  credit  period 
the  discount  would  be  taken,  and  the  entry  would  be  made  exactly 
as  has  always  been  done  for  a  similar  transaction. 

The  sales  book  would  be  similar  to  that  above  shown,  the  two 
right-hand  columns  being  entitled  "sales"  and  "sales  discounts 
allowable."  The  customers'  remittances  would  be  entered  in  the 
cashbook,  as  has  always  been  done,  and  the  discounts  shown  in  the 
discounts  taken  on  sales  column  when  they  were  taken.  There  is 
no  complication  whatever  in  the  method  of  handling  either  the 
purchase  book  or  the  sales  book,  and  there  would  be  no  change 
from  the  usual  method  of  handling  the  cashbook  either  for  receipts 
from  customers  or  for  disbursements  on  account  of  accounts  pay- 
able. The  principle  may  be  applied  equally  well  to  the  multiple- 
column  book,  and  to  any  of  the  various  methods  of  handling  pur- 
chase and  sales  invoices. 
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In  the  ledger  either  one  or  two  accounts  may  be  kept  for  the 
purchases  and  a  like  number  for  the  sales.  The  writer  prefers 
the  four  accounts,  for  there  would  be  no  question  then  concerning 
the  meaning  of  the  amount  in  any  one  of  the  accounts.  The 
accounts  might  be  entitled  "purchase  discounts  allowable,"  "dis- 
counts taken  on  purchases,"  "sales  discounts  allowable"  and  "dis- 
counts taken  on  sales." 

Suppose,  to  use  the  illustration  above  given,  that  the  business 
paid  the  bill  of  Hawthorne  &  Co.  thirty  days  after  the  purchase 
and  received  a  3  per  cent  discount  thereby.  If  this  was  the  only 
transaction  for  the  period  under  consideration,  the  ledger  accounts 
would  stand  as  follows : 

Merchandise  purchases  Purchase  discounts  allowable 

12/5        $1,140.00  12/5  $60.00 

Hawthorne  &  Co.  Discounts  taken  on  purchases 


1/4 

$1,200.00 

12/5 

$1,200.00 
Cash 

1/4 

$36.00 

1/4        $1,164.00 

The  purchase  discounts  allowable  account  shows  that  the  busi- 
ness was  entitled  to  take  a  $60  discount,  but  the  business  failed  to 
take  that  discount.  As  a  result,  instead  of  showing  a  $36  profit 
because  of  discounts  taken  on  purchases,  which  is  the  common 
method  of  looking  at  the  transaction,  this  shows  that  the  business 
has  lost  $24  which  it  might  have  saved.  Here  is  a  leak  that  the 
business  should  know  about,  but  under  ordinary  methods  of 
accounting  would  not  only  not  be  known,  but  the  management 
would  tend  to  pat  itself  on  the  back  because  of  the  $36  profit  it  had 
made  by  taking  the  discount.  The  transactions  of  a  month  or  of  a 
longer  period  would  show  the  same  results  and  the  ledger  accounts 
would  give  information  much  more  of  value  to  the  management 
than  under  the  more  common  method  of  handling  the  accounts. 
Similar  transactions  might  be  used  to  illustrate  the  sales  discounts 
allowable  and  the  discounts  taken  on  sales  accounts,  but  the  result 
is  too  obvious  to  require  further  illustration  or  explanation. 

At  the  end  of  the  monthly  or  fiscal  periods  the  discounts  taken 
on  purchases  account  may  be  closed  into  the  purchase  discounts 
allowable.  Any  balance  will  be  on  the  debit  side  of  the  account, 
and  will  show  by  how  much  the  business  failed  to  take  advantage 
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of  the  discounts  that  it  might  have  taken.  If  advantage  of  every 
discount  was  taken,  the  accounts  would  obviously  balance  each 
other.  This  proves  our  thesis  as  above  stated  that  the  discounts 
taken  on  accounts  payable  are  not  profits,  but  that  the  neglected 
discounts  are  losses.  For  purposes  of  closing  the  ledger  accounts 
and  of  preparing  the  manufacturing  or  operating  statement  the 
losses  from  neglected  purchase  discounts  or  the  profits  from  col- 
lected sales  discounts  may  be  handled  in  the  manner  that  the 
individual  business  or  accountant  desires.  The  writer  prefers  to 
attach  them  directly  to  the  purchases  and  sales,  so  as  to  show  the 
gross  cost  or  return  from  these  merchandising  operations.  If  pre- 
ferred, the  loss  from  neglected  discounts  on  purchases  may  be 
shown  as  an  operating  loss,  or  both  the  loss  on  the  purchase  dis- 
counts and  the  profit  on  the  collected  sales  discounts  may  be 
included  in  the  other  income  and  expenditures  section  of  the  income 
statement.  It  is  important  to  observe,  however,  that  under  the 
method  here  outlined  the  balance  of  merchandise  on  hand  will  be 
valued  at  the  minimum  price,  regardless  of  whether  advantage  of 
the  purchase  discounts  allowable  was  taken  or  not.  To  make 
the  point  perfectly  clear,  let  us  assume  that  the  purchase  of  mer- 
chandise from  Hawthorne  &  Co.  consisted  of  1,000  units  of  goods. 
Assume  further  that  900  of  these  units  were  sold  at  $1.50  per 
unit,  that  a  5  per  cent  discount  was  allowed  on  the  sales,  but  that 
sales  discounts  of  only  $50  were  actually  taken  by  customers. 
The  income  statement  might  then  appear  as  follows : 

Income  statement  for  month  ended  December  3ist 

Sales,  900  units  at  $1.50,  less  5% $1,282.50 

Sales  discounts  allowable $67.50 

Less :  discounts  taken  on  sales 50.00 


Profit  from  collected  discounts 


I7.SO 


Gross  income  from  selling $1,300.00 

$1,140.00 


Contra: 

Purchases,  1,000  units 

Purchase  discounts  allowable $60.00 

Less :  discounts  taken  on  purchases 36.00 


Loss  on  purchase  discounts . 

Less: 
Inventory,  100  units  at  $1.14  (cost).. . 


24.00 


$1,164.00 
114.00 


Gross  merchandising  cost 

Gross  profit  on  trading 
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Now  let  us  compare  these  results  with  what  is  usually  shown. 
The  ordinary  trading  statement  would  be  somewhat  as  follows : 

Income  statement  for  month  ended  December  3ist 

Sales,  900  units  at  $1.50 $1,350.00 

Less:  sales  discounts 50.00 

$1,300.00 
Contra: 

Purchases    $i  ,200.00 

Less:  purchase  discounts 36.00 


$1,164.00 
Less:  inventory  ( 100  units  at  $1.20) 120.00        1,044.00 


Gross  profit  on  trading $   256.00 

Instead  of  a  $17.50  profit  because  of  allowable  discounts  col- 
lected from  customers,  this  latter  statement  shows  a  $50  loss  from 
sales  discounts;  and  instead  of  a  $24  loss  because  of  neglected 
purchase  discounts  the  management  is  priding  itself  because  of  a 
$36  profit.  The  inventory,  which  will  appear  in  the  balance-sheet, 
is  5  per  cent  overvalued  in  the  latter  statement.  Real  informa- 
tion concerning  the  ability  of  the  business  to  take  advantage  of  its 
discounts  is  shown  in  the  former  statement ;  the  latter  statement 
tells  only  one  side  of  the  story  and  the  less  important  side  at 
that.  Concerning  allowable  discounts  on  sales,  the  former  state- 
ment tells  how  many  of  these  the  business  has  succeeded  in  collect- 
ing, while  the  latter  statement  gives  no  information  at  all  that  would 
enable  the  management  to  keep  in  touch  with  this  possible  source 
of  profits.  The  recording  of  possible  discounts  gives  to  the  man- 
agement and  to  the  stockholders  of  the  business  information  con- 
cerning certain  conditions  existing  within  the  business  that  it  is 
essential  for  them  to  have,  yet  the  obtaining  of  that  information, 
as  outlined  in  the  above  simple  scheme,  is  comparatively  easy.  The 
point  to  be  remembered  is  that  it  is  not  the  purchase  discount  taken 
which  is  so  important  from  the  standpoint  of  the  management  as 
it  is  the  discount  not  taken,  for  the  failure  to  take  advantage  of 
purchase  discount  may  reflect  an  insufficient  amount  of  working 
capital  or  other  inherent  weakness  in  the  financial  condition  of  the 
entire  business. 
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BY  L.  T.  KONOPAK 

While  it  is  true  that  certain  principles  underlie  all  factory  cost 
systems  for  the  same  industry,  it  is  equally  true  that  no  one  system 
will  fit  all  the  factories  in  that  industry.  The  forms  used  and  the 
manner  of  accumulating  the  detail  must  be  governed  by  the  physi- 
cal operations  and  the  production  methods  employed,  which  differ 
in  practically  every  factory  even  though  the  same  product  is  manu- 
factured. The  cost  system  described  in  the  following  pages  was 
designed  for  a  factory  manufacturing  transmissions,  and  the  only 
claim  made  for  it  is  that  it  fits  the  conditions  of  the  particular  fac- 
tory for  which  it  was  designed,  but  not  the  industry  as  a  whole. 
It  was  designed  for  a  factory  making  its  first  step  toward  effi- 
ciency, and  an  attempt  was  made  to  avoid  complications,  which 
would  discourage  further  efforts. 

The  forms  provided  for  reporting  the  various  transactions  of 
the  factory  were  designed  to  facilitate  handling  the  clerical  work  in 
a  routine  manner  with  the  least  consumption  of  time. 

It  is  imperative  that  the  men  employed  in  the  factory  be  im- 
pressed with  the  importance  of  the  system,  for  the  cost  records 
are  based  entirely  upon  reports  issuing  from  the  factory  employees. 
When  a  new  cost  system  is  installed  various  difficulties  are  en- 
countered and  its  introduction  is  sometimes  opposed  by  the  em- 
ployees, for  the  system  may  mean  a  curtailment  of  privileges, 
closer  supervision  and  more  effective  work — all  of  which  are  ad- 
vantageous to  the  plant.  Possibly  some  minor  points  of  the  system 
as  first  installed  will  require  revision  in  the  light  of  new 
developments,  but  there  is  no  doubt  in  regard  to  its  successful 
operation  if  supported  by  the  management. 

By  keeping  the  physical  operations  of  the  factory  in  mind  this 
report  will  be  easily  comprehended,  for  the  cost  system  merely 
records  them  in  dollars  and  cents  .  The  ease  with  which  costs  are  ac- 
cumulated depends  entirely  upon  the  manner  in  which  the  factory 
is  operated.  The  records  must  follow  the  same  routine  as  the  pro- 
duction, and  if  the  production  is  thoughtfully  and  systematically 

*A  thesis  presented  at  the  May,  1920,  examinations  of  the  American  Institute  of 
Accountants. 
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planned  the  records  will  naturally  follow  in  the  same  order — and, 
of  more  importance,  the  production  costs  are  then  at  a  minimum. 

The  accounting  of  the  company  is  divided  into  two  distinct 
classes,  segregating  all  expenditures  for  production,  constituting 
factory  costs,  in  one  group  of  accounts  and  the  expenditures  for 
general  administrative  and  selling  expenses  in  another  group  of 
accounts.  The  factory  cost  includes  all  items  incident  to  the  manu- 
facture of  the  product  and  may  be  further  subdivided  into  direct 
and  indirect  costs.  The  direct  cost  of  an  article  includes  the  cost 
of  all  material  that  goes  into  it  and  the  labor  cost  of  the  men  per- 
forming the  work.  The  indirect  costs  include  all  items  which  can 
not  be  charged  in  entirety  directly  to  the  article  being  manufac- 
tured, such  as  supervision,  power,  depreciation  and  all  other  items 
of  expense  necessary  for  the  factory's  operation.  Indirect  cost 
is  generally  called  overhead  and  will  be  pro-rated  over  the  cost 
of  the  various  articles  made  in  the  factory  in  proportion  to  the 
direct  labor  consumed  in  their  production. 

The  operation  of  the  system  will  be  started  with  a  complete 
inventory  of  all  raw  material,  material  in  process  of  manufacture, 
finished  parts  and  assemblies.  The  inventory  of  the  work  in  pro- 
cess will  be  posted  to  the  cost  sheets  for  the  respective  part  num- 
bers, and  the  raw  material,  finished  parts  and  assemblies  will  be 
posted  to  the  stock  record  cards. 

When  material  is  received  in  the  factory  it  is  reported  on  a 
receiving  slip  from  which  the  quantity  and  unit  cost  are  entered 
on  the  stock  record.  Material  returned  to  the  shipper  is  reported 
on  a  return  purchase  slip  and  the  quantity  is  deducted  from  the 
balance  on  hand  as  shown  by  the  stock  record. 

When  the  manufacture  of  each  quantity  of  a  part  is  started, 
an  identification  tag  is  fastened  to  that  particular  group  or  lot 
showing  the  lot  number,  part  number  and  the  quantity 
started.  The  bottom  of  the  tag  contains  a  requisition,  on  which 
the  material  used  is  recorded,  which  is  then  detached  from  the 
tag  and  sent  to  the  cost  department,  where  it  is  priced,  charged  to 
the  cost  sheet  and  credited  to  the  stock  record. 

The  cost  of  all  work  performed  in  the  factory  is  accumulated 
on  cost  sheets,  which  are  carried  for  each  part  or  assembly  of  parts 
or  for  orders  to  cover  various  expenses  and  work  other  than 
regular  production.  The  part  number  is  always  recorded  by  the 
employees  of  the  factory  when  reporting  work  performed  or  ma- 
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terial  used  in  the  manufacture  of  a  part  or  assembly  of  parts. 
When  working  on  a  part,  the  lot  number  shown  on  the  identifica- 
tion tag  is  also  reported.  If  work,  for  which  orders  are  provided, 
is  performed  the  employee  designates  the  order  number  on  his  time 
report  in  the  place  of  the  part  number. 

The  parts  made  in  the  factory  will  be  entered  on  the  stock 
records  from  the  cost  sheets  and  those  used  in  assemblies  com- 
pleted during  a  month  will  be  determined  from  specifications  of 
parts  required  and  reports  from  the  factory  of  the  quantity  of 
assemblies  completed.  It  will  not  be  necessary  for  the  factory  to 
make  requisitions  for  parts  used  in  assemblies. 

However,  as  parts  are  found  defective  when  fitting  them  in  the 
assemblies  and  as  only  the  parts  required  according  to  the  speci- 
fications are  charged  to  the  costs,  it  will  be  necessary  to  return 
to  the  stock  room  all  material  found  defective,  and  the  stock- 
keeper  will  report  it  to  the  office  on  a  defective  material  report  from 
which  the  stock  records  will  be  credited.  When  entering  the  re- 
ceipt of  such  material  on  his  reports,  the  stock-keeper  will  segre- 
gate it  according  to  the  disposition  he  will  make  of  it.  That  is,  he 
will  group  the  material  to  be  scrapped  on  one  report,  the  material 
to  be  repaired  on  another  and  the  material  to  be  returned  to  the 
shipper  on  another. 

Each  employee  will  record  the  time  he  spends  on  each  job  on 
which  he  works  during  the  day,  whether  he  is  paid  on  a  day  rate 
or  piece  rate.  The  daily  time  tickets  are  to  be  approved  by 
the  foremen  and  sent  to  the  cost  department,  where  the  rates  and 
extensions  are  entered  and  they  are  then  posted  to  the  cost  sheets 
and  payroll. 

The  inspector  will  make  out  the  piece-work  ticket  in  duplicate, 
giving  the  carbon  copy  to  the  employee  as  a  receipt  for  the  work. 
The  original  is  sent  to  the  cost  department  where  it  is  priced,  ex- 
tended, entered  on  the  employee's  daily  time  report,  posted  to  the 
cost  sheet  and  filed  according  to  part  and  lot  number. 

As  stated  before,  all  parts  being  manufactured  in  the  factory 
are  identified  by  a  lot  number  designated  on  a  tag  attached  to  one 
of  the  parts  and  as  the  work  progresses  the  clock  number  of  each 
employee  performing  any  operation  on  the  part,  the  number  of 
the  operation  performed  and  the  quantity  completed  and  passed 
by  the  inspector  are  entered  on  the  tag.  The  advantages  of  this 
tag  are  to  aid  the  inspector  in  determining  the  correct  count,  to 
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avoid  errors  of  paying  more  than  once  for  performing  the  same 
operation  on  the  same  part  and  to  insure  a  report  of  the  material 
used  for  the  cost  records. 

If  the  employee  does  not  complete,  before  quitting  time,  the  lot 
passed  to  him,  only  the  quantity  actually  completed  will  be  en- 
tered on  the  tag  at  that  time  and  the  balance  will  be  entered  when 
completed.  If  it  is  desired  to  break  a  lot  and  send  some  through 
ahead  of  the  remainder,  the  quantity  on  the  original  tag  should  be 
changed  to  agree  with  the  quantity  left  behind,  and  a  new  tag, 
bearing  the  same  lot  number  as  the  original,  should  be  attached  to 
the  parts  sent  through  ahead,  and  the  quantity,  operator's  number 
and  operations  should  be  recorded  thereon  for  the  parts  in  that 
group. 

The  costs  are  accumulated  on  sheets  segregating  the  material, 
the  labor  for  each  operation  and  the  overhead.  A  separate  cost 
sheet  will  be  used  for  each  part  number  and  the  number  of  lots  for 
the  same  part  grouped  on  one  sheet  will  be  determined  by  the  cost 
department.  By  recording  the  lot  numbers  for  the  material  used 
and  the  labor  for  every  operation,  it  is  an  easy  matter  for  the  clerk 
posting  these  sheets  to  determine  any  discrepancies  in  count.  When 
a  cost  sheet  is  closed,  the  costs  are  totalled  and  reduced  to  a  unit 
cost  which  is  transferred  to  a  comparative  cost  record.  In  time 
this  record  will  be  valuable  to  indicate  fluctuations  in  costs,  but 
the  final  analysis  must  be  made  from  comparison  of  the  original 
cost  sheets. 

All  material  used  for  assemblies  will  be  credited  to  the  stock 
record  and  charged  to  the  assembly  cost  sheets  from  specifications 
of  parts  required  and  will  not  be  reported  on  a  requisition  from 
the  factory.  The  assembly  labor  is  posted  from  the  time  tickets 
and,  upon  the  closing  of  the  cost  sheets,  the  overhead  is  added  to 
ascertain  the  cost  of  the  completed  articles.  They  are  then  en- 
tered on  stock  cards  from  which  they  are  credited  when  sold. 

There  is  a  considerable  difference  in  the  overhead  per  hour 
or  dollar  of  labor  for  the  various  departments  in  the  factory,  which 
becomes  evident  by  comparing  the  equipment  used  by  a  man  at  a 
bench  with  a  few  tools  and  an  electric  light  with  the  man  at  a  ma- 
chine costing  several  thousand  dollars  which  requires  expensive 
repairs,  power,  oils,  etc.  Therefore,  all  the  individual  expenses  of 
a  department  will  be  charged  directly  to  it  and  the  remaining  items 
of  overhead  will  be  pro-rated  to  the  various  departments  in  pro- 

332 


Factory    Costs 

portion  to  the  benefits  which  they  receive  therefrom.  Separate 
overhead  rates  will  be  determined  for  each  department  by  dividing 
the  total  departmental  expenses  by  the  number  of  its  productive 
labor  hours. 

DESCRIPTION  OF  FORMS 

Receiving  slip.  A  separate  receiving  slip,  made  in  duplicate, 
is  used  to  report  all  material  received  on  each  purchase  order 
number.  Both  copies  are  delivered  to  the  office,  where  the  dupli- 
cate remains  for  the  office  files.  The  unit  prices  are  entered  on 
the  original,  which  is  then  delivered  to  the  cost  department  and 
the  quantities  and  unit  costs  are  posted  therefrom  to  the  stock 
record  card,  indicating  the  receiving  slip  number  in  the  reference 
column.  The  original  is  then  filed  according  to  number  in  the 
cost  department. 

Stock  record.  A  separate  stock  record  card  is  used  for  each 
part  to  perpetuate  the  inventory,  and  the  quantity  of  each  part 
on  hand  and  its  cost  when  the  inventory  is  taken  will  be  posted 
to  the  respective  cards.  The  material  received  for  stock  is  added 
to  the  balance  on  the  stock  record  cards  from  receiving  slips, 
from  defective  material  reports  of  material  to  be  stocked  or 
returned  to  shipper  and  from  closed  cost  sheets.  All  raw  ma- 
terial used  is  reported  by  the  requisitions  detached  from  the 
identification  tags  and  the  quantity  so  used  is  entered  on  the  stock 
record  and  deducted  from  the  balance  on  hand.  Finished  parts 
used  in  assemblies  are  deducted  monthly  in  total  for  quantities 
as  shown  on  assembly  cost  sheets.  Parts  used  for  customers' 
repairs — charged  or  gratis — are  deducted  as  reported. 

Identification  tag.  Each  lot  of  a  part  manufactured  is  to  be 
tagged  and  identified  by  the  lot  number  on  the  tag.  If  it  becomes 
necessary  to  divide  a  particular  lot  of  parts  and  send  some  through 
ahead  of  the  others,  an  additional  tag  bearing  the  same  lot  number 
will  be  used.  The  requisition  attached  at  the  bottom  of  the  tag 
should  be  properly  filled  in,  stating  the  quantity  of  material  used, 
the  part  number  of  the  completed  part  and  the  number  of  pieces 
started.  This  requisition  is  delivered  to  the  cost  department  and 
the  quantity  of  material  used  as  designated  thereon  should  be 
credited  to  the  stock  record  card.  The  unit  and  total  costs  are  then 
entered  on  the  requisition  and  posted  to  the  cost  sheet  for  the 
part  number  designated.  The  requisition  is  then  filed  according 
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to  lot  number  until  the  end  of  the  month  when  an  adding  machine 
list  is  made  and  the  total  cost  shown  thereon  is  charged  to  work  in 
process  and  credited  to  the  stock  room. 

The  inspectors  or  employees  should  record  the  operation  num- 
ber, quantity  completed  and  passed  by  the  inspector  and  the  oper- 
ator's number  in  the  spaces  provided  on  the  identification  tag. 
When  the  part  is  finally  completed  the  tag  is  sent  to  the  cost  de- 
partment as  notification. 

Defective  material  report.  All  material  which  is  defective, 
due  to  poor  workmanship  or  other  causes,  should  be  returned  to 
the  stock  room.  The  stock-keeper  should  make  daily  reports  to 
the  office  of  all  such  material  received,  stating  what  disposition  will 
be  made  of  it.  Such  material  as  castings,  etc.,  if  returned  to  the 
foundry  before  any  work  has  been  performed  upon  them  in  the 
factory  will  not  be  reported  on  a  defective  material  report;  but 
if  an  operation  has  been  performed  on  the  material  and  it  is  then 
found  defective  the  stock -keeper  should  report  the  receipt  of  such 
material.  Separate  reports  should  be  used  to  report  the  material  to 
be  scrapped,  repaired  for  stock  and  returned  to  the  shipper,  re- 
spectively. The  cost  department  will  enter  the  costs  on  these  re- 
ports and  credit  the  various  cost  sheets  to  which  the  material  has 
been  charged.  At  the  end  of  the  month  they  will  be  summarized 
to  show  the  total  cost  of  parts  scrapped,  repaired  for  stock  and 
returned  to  shipper. 

Return  purchase  slip.  All  material  returned  to  a  shipper  is 
recorded  on  a  return  purchase  slip  in  duplicate.  The  carbon  copy 
is  sent  to  the  cost  department  and  the  quantity  shown  thereon  is 
credited  to  the  stock  record  card.  The  original  is  delivered  to 
the  office  and  an  invoice  against  the  original  shipper  is  made  there- 
from. 

Report  of  material  used.  Frequently  material  purchased  for 
the  manufacture  of  the  company's  product  will  be  used  for  other 
purposes,  such  as  making  new  tools,  repairs,  etc.,  and  it  should 
be  reported  to  the  office  on  the  report  of  material  used.  The  quanti- 
ties thus  reported  are  credited  to  the  stock  record  and  the  report 
is  priced,  posted  to  the  cost  sheet  and  filed  according  to  order 
number  until  the  end  of  the  month,  when  the  total  cost  is  obtained 
and  charged  to  work  in  process,  crediting  the  stock  room. 

Piece-work  ticket.    Piece-work  tickets  are  to  be  made  by  the 
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inspectors,  reporting  on  a  separate  ticket  each  kind  of  part  worked 
on  during  the  day  by  the  operator.  These  tickets  are  to  be  made 
in  duplicate ;  the  original  is  sent  to  the  office  and  the  carbon  copy 
is  given  to  the  operator  .as  a  receipt  for  the  work.  In  the  office 
these  tickets  are  priced,  extended,  checked  with  the  employees' 
daily  time  report  and  posted  to  the  cost  sheet  for  the  part  number 
designated.  They  are  then  filed  according  to  part  number. 

Time  report.  A  daily  time  report  is  to  be  approved  by  the 
department  foreman  for  each  employee.  It  will  show  the  disposi- 
tion of  his  time  for  the  entire  day,  whether  piece-work  or  day 
work,  and  the  part  number  or  order  number,  etc.,  on  which  he 
worked.  In  the  office  these  tickets  are  extended,  entered  in  the 
payroll  book  and  posted  to  the  cost  sheets.  They  are  then  filed 
according  to  the  employees'  clock  numbers  and  accumulated  for 
each  pay  period. 

Cost  sheet.  A  separate  cost  sheet  is  used  to  record  the  cost  of 
manufacturing  each  part,  assembly  or  work  performed  on  orders. 
These  sheets  are  filed  in  a  binder  according  to  part  number  or 
order  number.  When  the  requisitions  are  posted  the  lot  numbers 
are  also  entered  in  the  space  provided  on  the  sheet  as  a  check 
against  incorrect  labor  postings.  The  posting  of  time  tickets  is 
segregated  to  show  the  total  labor  cost  of  performing  each  opera- 
tion on  the  part.  When  the  cost  sheet  for  a  particular  part  is 
closed,  overhead  is  added  and  the  totals  are  summarized  and  trans- 
ferred to  the  comparative  cost  record.  The  quantity  completed  is 
posted  to  the  stock  record  cards  for  finished  parts  or  assemblies. 
The  cost  sheet  is  then  withdrawn  from  the  current  file  and  the  total 
of  all  closed  orders  is  charged  to  the  stock  room  and  credited  to 
work  in  process.  The  charges  accumulated  on  orders  will  be 
closed  each  month  by  charging  the  respective  expense  or  asset 
accounts  and  crediting  work  in  process. 

At  the  end  of  each  month  the  cost  sheets  are  proved  by  trial 
balance  with  the  controlling  account  carried  in  the  general  ledger. 

Comparative  cost  record.  A  separate  comparative  cost  record 
is  kept  for  each  part  number  and  the  costs  accumulated  on  a  cost 
sheet  are  transferred,  \v!:en  the  cost  sheet  is  closed,  to  the  com- 
parative cost  card. 

Assembly  cost  sheet*.  The  cost  of  assemblies  completed  is 
computed  on  an  assembly  cost  sheet  on  which  the  parts  required 
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are  listed  in  detail.  The  stock  records  are  credited  with  the  parts 
used,  and  the  unit  and  total  costs  are  entered  on  the  assembly  cost 
sheet.  The  assembly  labor  and  overhead  are  then  added.  The 
total  quantity  assembled  is  entered  on  the  stock  record  and  the 
total  cost  of  assemblies  for  each  month  is  charged  to  finished 
product  and  credited  to  work  in  process.  These  sheets  are  then 
posted  to  the  comparative  cost  cards  and  filed  according  to  part 
number  for  further  comparison. 

MONTHLY  JOURNAL  ENTRIES 

The  following  journal  entries,  necessary  to  prepare  the  gen- 
eral books  for  the  compilation  of  the  monthly  financial  and  profit 
and  loss  statements,  are  to  be  made  by  the  cost  department  and 
given  to  the  general  bookkeeper: 

Dr — Work  in  process 

Cr — Raw  material  stores 

Total  cost  of  raw  material  used,  taken  from  requisitions  detached 
from  identification  tags. 

Dr — Raw  material  stores 

Dr — Material  spoiled  and  scrapped 

Cr — Work  in  process 

Total  cost  of  material  found  defective  in  process  of  manufacture 
as  shown  by  summary  of  defective  material  reports. 

Dr — Work  in  process 

Cr — Raw  material  stores 
Total  cost  of  material  used  as  shown  by  reports  of  material  used. 

Dr — Work  in  process 

Cr — Overhead  distributed 

Total  overhead  as  shown  by  manufacturing  expense  accounts  in 
general  ledger. 

Dr — Finished  parts 

Cr — Work  in  process 

Total  cost  of  parts  and  assemblies  completed  as  shown  by  cost 
sheets. 

Dr — Various  accounts,  as  designated  on  special  orders 

Cr — Work  in  process 
Total  cost  of  special  orders  closed. 
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Dr — Work  in  process 
Cr — Finished  parts 
Parts  used  for  assemblies  as  shown  by  assembly  cost  sheets. 

Dr — Finished  product 

Cr — Work  in  process 
Total  cost  of  assemblies  completed,  from  assembly  cost  sheets. 

Dr — Cost  of  sales — repair  parts 

Cr — Finished  parts 
Total  cost  of  parts  used  for  repair  orders  charged  to  customers. 

Dr — Gratis  repairs 

Cr — Finished  parts 
Total  cost  of  parts  used  for  repair  orders  gratis  to  customers. 

Dr — Cost  of  sales 

Cr — Finished  product 
Total  cost  of  transmissions  scld. 
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BY  JULIEN  H.  HILL 

In  the  invitation  of  your  committee  to  talk  to  you  this  after- 
noon, you  have  given  me  an  opportunity  to  say  in  all  sincerity 
what  seems  strange  from  the  lips  of  a  banker:  "I  am  delighted 
to  be  surrounded  by  so  many  bank  examiners."  Bank  auditing 
is  properly  an  important  part  of  your  professional  work,  even 
though  it  be  not  so  remunerative  as  other  branches.  It  is  also 
gratifying  to  me  to  be  assured  of  the  fact  that,  however,  far  short 
I  may  fall  of  what  is  expected  of  me  to-day,  I,  at  least,  as  a 
banker,  have  the  privilege  of  exacting  interest  for  once  from  my 
auditors. 

The  banks  of  this  country  are  becoming  more  and  more  de- 
pendent every  day  on  your  profession  and  we  often  wonder  how 
our  business  was  conducted  without  you.  It  is  with  special  pride 
that  we  regard  the  Virginia  Society  of  Public  Accountants,  and 
I  can  assure  you,  certainly  for'  my  own  part  and  I  feel  that  I  can 
speak  for  the  majority  of  my  fellow  bankers,  that  the  spirit  of 
cooperation  which  you  have  shown  is  most  heartily  reciprocated. 

To  this  end,  I  shall  try  to  give  you,  in  a  very  general  way, 
the  manner  in  which  the  banker  who  is  not  expected  to  be  a  pro- 
fessional accountant  reviews  the  reports  prepared  by  you. 

Possibly  the  phases  which  I  shall  attempt  to  cover  may  sug- 
gest to  you  some  method  of  standardizing  as  nearly  as  practicable 
the  reports  of  your  audits.  Of  course,  I  realize  that  many  obstacles 
are  encountered  by  you  in  making  uniform  reports ;  but  the  fact 
that  you  can  say  to  your  client  that  certain  vital  information 
must  be  incorporated  if  the  statement  is  to  be  submitted  to  his 
bank  as  a  basis  for  credit  may  help  you  to  surmount*  such 
difficulties. 

When  the  audited  statement  of  a  firm  or  corporation  is  pre- 
sented to  the  officer  handling  that  particular  account,  his  first  and 
casual  perusal  of  it  will  include,  primarily,  a  careful  reading  of 
the  preamble  and  comments  of  the  auditors,  thus  ascertaining  the 

*A    paper    read    at    a    meeting    of    the    Virginia    Society    of    Public    Accountants, 
Richmond,   Virginia,    September    4,    1920. 
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scope  of  their  examination.  Next,  the  statement  of  assets  and 
liabilities  will  be  scrutinized  with  special  regard  to  the  ratio  of 
quick  assets  to  current  liabilities.  Here  let  me  say  that  it  is  always 
very  helpful  to  the  banker  if  these  items  with  their  proper  sub- 
totals are  given  first  and  the  fixed  items  last. 

Next  for  observation  is  the  operating  or  profit  and  loss  state- 
ment for  the  year.  Unless  reports  have  been  made  at  stated 
intervals  to  the  bank,  it  is  vital  that  a  comparison  with  previous 
years  or  at  least  the  previous  year  be  given  in  your  report.  This  is 
equally  true  of  the  asset  and  liability  exhibit. 

These  two  statements  are  in  a  general  way  the  guide  to  the 
banker  in  analyzing  the  credit  standing  of  his  customer  or  pros- 
pective customer;  and  in  former  days  this  was  frequently  con- 
sidered ample  information.  But  with  changed  conditions,  with 
the  vast  amount  of  saving  to  be, effected  by  employing  proper 
methods  of  accounting,  with  the  research  now  being  made  to 
determine  ratios  in  every  line  of  business  and  their  proper  appli- 
cation and,  most  vital  of  all,  with  the  complex  conditions  of  the 
business  world  at  the  moment,  the  banker  is  "from  Missouri" 
and  wants  an  exhaustive  audit.  He  doesn't  always  get  it,  but  I 
am  inclined  to  think  that  in  a  few  years  your  clients  will  them- 
selves realize  that  a  partial  examination  of  their  affairs  is  poor 
economy  and  will  themselves  have  nothing  less  than  a  complete 
report. 

With  existing  conditions  two  asset  factors  are  of  utmost  im- 
portance :  the  inventory  and  the  accounts  receivable.  Close  atten- 
tion should  be  paid  by  you  to  the  methods  of  determining  the 
inventory  figures  given  you  (and  I  hope  the  time  will  come  when 
the  cost  of  an  appraisal  by  experts,  associated  with  you,  will  not 
be  prohibitive) .  When  the  inventory  is  not  made  directly  under 
your  supervision,  you  can  greatly  assist  us  in  your  comments,  in 
telling  us,  first,  how  it  has  been  reported  to  you  that  the  inventory 
has  been  taken  and  whether  in  your  opinion  the  methods  used  tend 
to  accuracy.  When  a  partial  checking  (as  to  larger  items  by 
means  of  invoices,  for  instance)  is  made  by  you,  it  should  be  so 
stated  in  your  essay.  Frankly  I  think  you  owe  it  to  yourselves, 
to  your  client  and  to  his  bank  to  be  explicit  on  this  item,  especially 
if  you  have  any  reason  to  suspect  in  any  degree  overvaluation 
or  undervaluation  of  merchandise  of  whatever  nature.  And  in 
these  days  of  transportation  difficulties,  with  goods  to  be  paid  for 
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long  before  arrival,  please  tell  us  fully  about  goods  in  transit. 
Careful  analysis  of  all  accounts  and  bills  receivable,  segregated  as 
to  current  and  past  due,  should  be  furnished  for  the  benefit  of  the 
bank.  It  aids  the  banks  very  much  to  have  the  ratios  worked  out 
on  these  items,  but,  of  course,  these  ratios  are  not  essential. 

At  present,  it  is  also  very  important  to  the  banker  to  see  item- 
ized schedules  of  accounts  and  bills  payable.  These  are  the  prin- 
cipal points  to  be  emphasized  as  to  the  elaboration  of  the  informa- 
tion on  items  hitherto  scrutinized  less  carefully. 

But  bear  this  in  mind — the  banker  prefers  always  the  best 
report  that  can  be  obtained  and  to  my  mind  an  examination  should 
never  include  less  than 

1.  Introductory  comments   and   criticisms   pro   and   con 
of  each  exhibit. 

2.  Statements  of  assets  and  liabilities  with  the  arrange- 
ment of  current  assets  and  current  liabilities  first,  under 
their  respective  debit  and  credit  headings. 

3.  Operating  or  profit  and  loss  account,  preferably  with 
comparison  with  figures  for  same  date  of  previous  year, 
and  in  view  of  present  practices  (entirely  legitimate, 
as  I  regard  them)  an  itemized  list  of  officers'  salaries. 

4.  Accounts  receivable,  in  detail  showing  which  are  past 
due  and   how   long  past  due,   when   not  widely  dis- 
tributed or  very  voluminous. 

5.  Bills  receivable  and  trade  acceptances  with  contingent 
liability  on  items  rediscounted. 

6.  Accounts  payable,  showing  separately  current  accounts 
and  any  accounts  past  due,  when  not  too  voluminous. 

7.  Bills  payable,  scheduled  in  detail. 

8.  Capital  stock,  detailed  list  of  stockholders  with  respec- 
tive numbers  of  shares  held,  when  the  corporation  is  a 
"close  corporation"  or  when  the  stock  is  not  widely 
held. 

9.  Insurance,  bonds,  etc. 

It  would  be  of  great  value  to  the  banker  were  the  accountants 
to  include  in  their  comments,  in  addition  to  remarks  as  to  deprecia- 
tion, reserves,  etc.,  any  general  information  as  to  the  general  con- 
duct of  the  business  having  any  bearing  whatever  on  the  financial 
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soundness  of  the  firm  or  corporation  under  review,  not  ordinarily 
reflected  in  the  figures.  This  is  a  broad  request,  but  it  might  be 
borne  in  mind,  so  that  when  consistent  such  facts  could  be  in- 
corporated. 

Under  this  general  heading,  I  might  mention  the  value  to  us 
of  information  as  to  the  accuracy  of  the  cost  system,  the  com- 
mission, bonus  or  profit-sharing  plan,  which,  though  outside  the 
range  of  an  audit,  are  nevertheless  phases  of  a  business  that  come 
to  the  attention  of  the  accountant  and  are  frequently  of  consider- 
able importance  to  the  banker.  Again  I  want  to  stress  the  need  cf 
close  scrutiny  of  and  comment  on  the  methods  of  providing  for 
depreciation  and  other  reserves. 

In  addition  to  the  schedules  enumerated,  it  is  customary  with 
some  accountants  to  give  other  ratios.  I  might  add  that  many 
of  the  banks,  in  their  analyses  of  statements,  frequently  determine 
for  their  own  purposes  ratios  of  (a)  worth  or  capital  to  fixed 
assets  (to  determine  if  too  much  capital  is  invested  in  plant)  ;  (b) 
receivables  to  merchandise  (as  merchandise  converted  into  receiv- 
ables takes  a  profit  into  the  statement)  ;  (c)  sales  to  receivables, 
to  gauge  the  promptness  of  collections;  (d)  sales  to  merchandise, 
to  ascertain  the  turnover;  (e)  sales  to  worth,  to  show  the  turn- 
over of  capital;  (f)  profits  to  sales,  for  obvious  reasons. 

I  mention  these  ratios  because  of  the  assistance  they  may 
render  your  client  if  made  a  part  of  your  statement  from  year 
to  year.  While,  of  course,  in  using  them  for  comparative  purposes, 
the  ratios  are  determined  by  us  from  statements  of  other  cus- 
tomers in  similar  lines  of  business,  which  we  have  on  our  books, 
y6u  can  readily  see  that  with  the  much  broader  field  represented 
by  the  many  examinations  that  you  make  in  various  lines  you 
are  able  more  nearly  to  get  the  barometric  figures.  Such  figures  for 
qualitative  purposes  in  your  reports  should  invariably  work  to 
great  advantage  to  your  clients. 

The  audited  statement  is  daily  growing  in  importance  in 
determining  the  extension  of  credits,  but  there  are  thousands  of 
concerns  which  have  yet  to  appreciate  the  advantages  accruing  to 
themselves  as  well  as  to  their  banks,  and  I  do  not  hesitate  to  tell 
you  that  we  are  daily  advocating  the  value  of  periodical  audits 
by  certified  accountants,  and  I  rejoice  to  see  that  even  among  the 
smaller  banks  the  audited  statement  is  now  recognized  as  of  first 
importance. 

34i 


The   Journal    of   Accountancy 

Probably,  from  the  standpoint  of  the  plain,  every-day  banker, 
I  have  touched  upon  some  angles  of  the  statement  analysis  that 
are  more  technical  than  the  subject  assigned  me  should  cover. 
Not  all  banks  are  yet  so  fortunate  as  to  have  on  their  staff  one  of 
your  profession,  as  is  the  case  with  our  bank,  and  consequently 
they  do  not  attempt  to  dig  quite  so  deeply  as  we  do.  Yet  there  are 
many  points  (exceptional,  I  grant  you,  and  specific  rather  than 
general)  which  it  would  be  interesting  to  discuss,  if  time  per- 
mitted. 

There  is  only  one  criticism  which  I  want  to  make  as  a  part 
of  this  rambling  talk,  and  it  is  so  succinctly  set  forth  in  the  July 
issue  of  THE  JOURNAL  OF  ACCOUNTANCY  that  I  shall  read  it  in  full : 

A  recent  issue  of  THE  JOURNAL  OF  ACCOUNTANCY  contained  editorial 
comment  on  the  misuse  of  accountants'  certificates.  Attention  was  drawn 
to  the  danger  which  lies  in  the  publication  of  a  portion  of  a  certificate  or 
financial  statement  without  the  context. 

The  most  notorious  incident  on  record  of  the  perversion  of  the  written 
word  by  omission  is  Bismarck's  mutilation  of  the  Ems  dispatch,  which  in- 
duced the  Franco- Prussian  war.  All  decent  men  everywhere  damn  the 
iniquity  of  that  offense;  yet  men  overlook  the  comparatively  unimportant 
criminality  which  attaches  to  the  omission  of  essential  statements  in  a 
financial  report.  Such  an  offense  seems  insignificant  compared  with  an 
international  incident,  but  the  principle,  or  lack  of  principle,  is  the  same. 
No  essential  phrase  or  word  or  punctuation  mark  should  be  omitted  if  by 
such  omission  the  intent  of  the  writer  is  distorted. 

Accountants  are  awaking  to  the  danger  which  lies  in  condensation  of 
their  reports,  and  some  of  them  are  insisting  upon  a  clear,  full  reproduction 
of  their  original  certificates  and  statements. 

A  method  adopted  by  one  prominent  firm  is  worthy  of  consideration. 
Every  report  emanating  from  that  firm  bears  the  following  printed  note : 

"The  publication  of  any  condensation  or  modification  of 
statements  herein  contained,  or  the  use  of  our  certificate  de- 
tached from  its  context,  or  the  use  of  our  name  in  connection 
with  the  sale  of  securities  or  other  publicity,  will  not  be  sanc- 
tioned unless  first  submitted  for  our  approval." 

This  limitation  upon  the  use  of  an  accountant's  report,  if  generally 
adopted,  would  go  far  to  prevent  deception  of  the  public,  such  as  is  too 
easily  effected  if  financial  statements  be  published  in  any  form  not  fully 
reflecting  the  facts. 

Perhaps  all  of  you  have  read  this.  I  trust  and  believe  that 
none  of  you  has  pursued  the  policy  thus  condemned.  Even  though 
you  furnish  a  statement  of  assets  and  liabilities  separate  from  the 
detailed  report  you  should  indicate  that  it  is  a  part  of  a  detailed 
report,  so  that  the  banker  will  be  put  on  notice  that  a  complete 
audit  has  been  made. 

To  make  up  a  balance-sheet  for  general  use  without  an  examina- 
tion— well,  I'll  not  insult  your  intelligence  by  remarking  on  this. 
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In  conclusion  let  me  say  that  as  vital  as  is  your  work  to  the 
banker,  it  can  never  be  the  final  word  for  him  in  determining 
credit.  Remember  those  four  basic  factors:  character,  capacity, 
application  and  capital.  Sometimes  it  is  quite  difficult  for  the 
accountant  to  understand  the  banker's  viewpoint.  If  this  happens 
with  you,  talk  it  over  with  him.  He  wants  your  criticisms  and 
maybe  he  can  occasionally  change  your  way  of  thinking  or  vice 
versa.  He  is  always  open  to  conviction.  And  a  closer  relationship 
between  the  men  of  your  profession  and  of  ours  cannot  but  tend  to 
safer  and  saner  business  methods  and  constructive  work  along 
many  lines. 
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BY  PERCY  D.  MITCHELL 

Attention  in  industry  as  in  the  home  centers  to-day  around 
the  high  cost  of  living  and  stereotyped  as  its  discussion  has  be- 
come it  will  not  cease  to  hold  our  interest  until  its  effects  have 
been  dissipated.  In  most  manufacturing  and  commercial  indus- 
tries selling  prices  have,  in  true  accord  with  economic  laws,  kept 
pace  with  purchase  and  productive  costs  and  thereby  have  main- 
tained income  ratios.  Actually  such  concerns  have  increased 
profits,  speaking  generally,  but  are  perhaps  no  better  off  if  those 
profits  are  measured  in  terms  of  purchasing  power.  Naturally 
the  stockholder  as  such  finds  himself  in  much  the  same  position, 
though  perchance  conservative  directors,  having  in  mind  probable 
days  when  demand  does  not  so  greatly  exceed  supply,  have  for 
the  time  being  sacrificed  him  for  the  benefit  of  the  corporation. 

But  what  of  those  corporations,  institutions,  estates  and  indi- 
viduals whose  income  largely  arises  from  long-term  investments 
relatively  safe  and  of  correspondingly  low  returns?  Where  such 
investments  are  found,  an  income  which  has  not  varied  with  ris- 
ing costs  exists.  Money  values  have  changed,  to  be  sure;  but 
with  that  change  has  fallen  the  value  of  many  strong  investments 
to  the  point  where  the  loss  which  would  attend  their  sale  offsets 
any  advantage  in  income  that  might  attend  current  purchases. 
Thus  not  only  has  the  income  of  these  concerns  not  increased  in 
purchasing  power  but  also  no  increase  has  occurred  when  meas- 
ured only  by  the  dollar. 

Among  such  unfortunates  are  banks  and  eleemosynary  insti- 
tutions. Of  banks  the  smaller,  particularly  state  banks,  such  as 
those  devoted  entirely  to  savings  deposits,  have  suffered  most. 
Trust  companies  and  national  banks  have  benefited  by  the  in- 
crease in  successful  business  to  an  extent  partly  offsetting  rising 

*A   thesis    presented   at   the    May,    1920,    examinations    of    the    American    Institute 
of    Accountants. 
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costs.  But  the  less  liquid  savings  bank  has  found  its  only  relief  in 
increased  deposits  which  have  enabled  it  to  purchase  at  the  present 
advantageous  market.  But  little  immediate  benefit  has  been  de- 
rived as,  excluding  amortization,  it  must  wait  for  much  of  the 
increment  so  obtained  until  the  purchased  securities  mature.  On 
the  other  hand  its  expenses,  for  the  most  part  small,  consisting 
largely  of  salaries,  have  been  slow  to  increase. 

But  in  the  case  of  eleemosynary  institutions  costs  have  mounted 
rapidly  while  the  large  portion  of  income  derived  from  securities 
has  not  followed  suit.  With  them  the  ratio  of  income  to  expense 
has  become  an  acute  question.  It  is  therefore  pertinent  to  con- 
sider their  income  accounting. 

Further  reason  for  inspection  of  accounting  for  income  exists 
at  this  time  because  of  the  approach  of  a  period  of  depression 
which  economic  history  indicates  will  follow  present  expansion 
of  production  and  inflation  of  values.  That  such  a  period  may 
be  particularly  grievous  is  deducible  from  the  already  strained 
conditions  of  transportation  corporations  and  public  utilities  gen- 
erally. Probably  more  than  fifty  per  centum  of  the  income  from 
securities  held  by  savings  banks  and  eleemosynary  institutions  is 
derived  from  such  corporations.  Foresight  therefore  demands 
preparation  for  properly  recording  income  due,  but  unpaid — in- 
come in  arrears. 

Inasmuch  as  the  scope  of  this  thesis  scarcely  allows  for  devel- 
oping in  detail  the  peculiarities  and  necessities  of  more  than  one 
accounting  system,  directness  of  treatment  will  from  this  point  be 
applied  only  to  eleemosynary  institutions  and  of  them  only  to  the 
college  or  university.  It  is  hoped  thus  concretely  to  present  a 
method  of  accounting  for  income  which  will  admit  of  ready 
adaptability  to  other  institutions  and  to  banks  and  other  organiza- 
tions where  income  from  securities  is  a  considerable  item. 

Income  accounting  might  be  construed  to  cover  many  forms 
of  income  based  on  the  various  sources  from  which  it  comes ;  but 
each  form  has  its  own  peculiar  problems.  For  that  reason,  dis- 
cussion here  will  be  limited  to  that  income  which  is  derived  from 
securities  such  as  stocks,  bonds  and  mortgage  notes.  Income  from 
rents  may  be  considered  as  included  if  it  be  borne  in  mind  that 
supporting  statistical  information  is  more  important  relatively 
than  in  the  case  of  bonds,  for  instance. 

There  are  several  methods  in  use  for  accounting  for  these 
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incomes :  cash,  accrual  and  amortization  combined  with  the  accrual 
method.  And  there  is  another  method  which  combines  the  cash 
and  accrual  methods.  For  the  purposes  of  this  discussion  amort- 
ization will  be  considered  only  by  saying  that  in  ordinary  cir- 
cumstances its  practical  application  is  doubtful  for  the  three 
reasons  that  it  requires  time  which  institutions  can  ill  afford ;  that 
it  accrues  income  that  may  never  be  received ;  that  it  accrues  in- 
come the  cash  from  which  is  not  available  for  expenditure. 

The  cash  method  is  most  widely  used,  for  it  meets  effectively 
those  difficulties  which  amortization  encounters:  it  is  simple,  re- 
quiring a  minimum  of  time ;  it  is  certain,  meeting  all  demands  of 
conservatism  and  in  no  way  forestalling  donations  by  income 
inflation ;  and  lastly  it  does  not  record  the  income  until  it  is  avail- 
able for  use.  This  last  is  important  for  the  income  of  institutions 
is  rarely  adequate.  Indeed  someone  has  said  that  no  self-respect- 
ing institution  would  operate  without  a  nominal  deficit.  And 
where  the  income,  as  it  frequently  is,  is  wholly  or  partly  re- 
stricted, the  cash  method  is  nearly  imperative. 

On  the  other  hand  the  cash  basis  alone  is  inadequate.  Granting 
its  advantages,  of  ease  of  operation,  conservatism,  availability  for 
use — the  question  next  arises:  Does  it  properly  safeguard  re- 
ceipt of  income? 

Certain  it  is  that  any  system  of  accounts  which  does  not  take 
cognizance  of  all  important  details  is  inadequate.  Inadequacy 
is  particularly  reprehensible  in  institutions,  recipients  of  charity; 
and  in  no  other  type  of  organization,  excepting  possibly  banks, 
does  incompleteness  bring  its  dire  results  so  surely.  Thus,  through 
defective  accounting  a  manufacturing  corporation  suffers  a  cash- 
ier to  embezzle  a  certain  sum  of  money  and  measures  its  loss  by 
that  sum.  Its  sales  or  income  are  in  no  other  way  affected.  But 
let  a  charitable  institution  through  no  more  neglectful  methods 
stand  such  a  loss  and  its  goodwill  in  obtaining  donations  is  im- 
paired for  an  indefinite  period. 

Where  income  is  actually  received  regularly  when  due,  the  cash 
method  does  supply  a  fairly  safe  record.  But  where  such  items 
are  numerous  and  defaults  occur  the  cash  method  fails  to  leave  a 
clearly  defined  record  of  arrears.  This  objection  may  be  met 
by  accruing  the  income  as  it  becomes  due;  but  this  method  en- 
counters two  of  the  difficulties  already  discussed:  the  income 
is  inflated  and  it  is  unavailable.  Moreover  it  creates  the  impres- 
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sion  of  availability  and  it  inflates  the  income  at  the  time  when 
there  is  the  least  probability  of  its  being  received. 

There  remains  for  consideration,  then,  the  other  method  which 
combines  the  cash  and  accrual  ideas.  In  practice  some  attempt 
is  often  made  to  use  this  method  in  a  sort  of  hit-or-miss  way,  but 
rarely  is  it  found  an  integral  part  of  the  accounting.  Neverthe- 
less it  can  be  applied  without  unduly  increasing  the  time  and  labor 
of  bookkeeping,  without  inflating  income,  and  without  distribut- 
ing income  until  it  is  available.  Furthermore,  it  will  supply  a 
complete  record — and  that  which  is  complete  can  scarcely  fail 
to  be  adequate. 

There  are  two  other  desiderata  which  combining  the  cash  and 
accrual  methods  supplies  as  well  as  or  to  greater  extent  than  either 
method  alone :  continuity  and  availability.  The  very  nature  of  the 
income  accruing  in  regularly  repeated  intervals  in  the  same  amount 
requires  a  continuous  record  to  be  properly  intelligible  to  finan- 
cial committees  and  other  trustees  of  institutions,  frequently  so 
busily  engaged  with  their  own  affairs  that  only  perfunctory  or 
occasional  attention  is  given  to  affairs  of  trust.  Thus  even  an 
auditor's  report  that  certain  income  for  the  year  just  ended  has 
not  been  received  will  be  noted  for  the  moment  but  will  not 
be  followed  up  during  the  current  period.  To  effect  continuity  all 
income  not  received  must  be  carried  forward  to  following  periods. 

Such  a  continuous  record  is  easily  available  both  to  officers  and 
to  auditors.  If  all  the  income  that  could  possibly  be  received  has 
been  charged,  one  account  can  be  used  to  indicate  that  fact.  The 
treasurer,  trustee  or  other  officer  can  determine  the  status  at  a 
glance.  The  auditor,  too,  can  readily  check  the  whole  matter; 
whereas  under  the  cash  method  he  must  somehow  build  up  the 
accrual  method  to  insure  completeness.  It  may  not  be  axiomatic 
but  it  is  a  fairly  safe  rule  to  follow  that  that  method  which  audits 
most  readily  has  superior  qualities. 

In  effect,  combining  the  cash  and  accrual  methods  means  that 
although  the  income  is  accrued  as  it  matures,  it  is  not  distributed 
for  disbursement  until  it  has  been  actually  received.  The  formula 
for  accomplishing  this  is  two-fold :  ( I )  make  the  accrual  method 
an  integral  part  of  the  double-entry  accounting:  (2)  arrange 
the  income  register  to  account  as  well  for  principal  as  for  income. 
In  other  words  the  income  register  should  be  a  detail  investment 
ledger  to  the  extent  that  it  records  in  every  instance  changes  in 
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principal  and  is  the  basis  of  double  entries  re  matured  income. 
Indeed,  in  institutions  with  several  millions  involved,  it  may 
when  supplemented  by  proper  statistical  records  serve  as  the  in- 
vestment ledger,  and  that  ideally,  because  combining  simplicity 
and  small  amount  of  labor. 

To  make  accrual  accounting  an  integral  part  of  the  double- 
entry  system  it  is  necessary  to  charge  the  accruals  to  some  balance- 
sheet  account,  with  the  stipulation  that  a  reversal  of  the  entry  may 
not  be  made  except  by  express  vote  of  the  finance  committee  or 
trustees.  In  other  words,  it  is  not  enough  to  use  memorandum  ac- 
counts :  i.  e.,  offsetting  debit  and  credit  accounts  which  are  event- 
ually eliminated  by  simply  reversing  the  originating  entries. 

The  method  to  use  can  be  best  explained  by  illustration. 

(a)  Income  receivable,  xxx 

To  income  matured,  xxx 

(b)  Cash,  xxx 

To  income  receivable,  xxx 

(c)  Income  matured,  xxx 

To  sundry  income  accounts,  xxx 

By  this  method  income  receivable  is  charged,  entry  (a),  with 
all  income  as  it  matures.  That  account  is  then  accountable  for 
in  cash,  entry  (b),  and  no  other  credits  should  be  allowed  except 
by  recorded  vote  of  finance  committee  or  other  trustees.  Income 
receivable  may  sometimes  and  after  a  period  probably  would  con- 
tain two  elements,  income  receivable  in  arrears  and  income  receiv- 
able to  be  received  or  slightly  delayed.  Distinction,  of  course, 
should  be  drawn,  and  to  that  end  the  trustees  once  a  year  might 
authorize  transfer  to  a  separate  account  of  that  income  in  arrears 
which  it  is  believed  will  scarcely  be  received  soon  if  at  all.  Such 
income  would  be  that  from  bonds  of  corporations  in  default  and 
undergoing  reorganization  and  from  mortgages  in  process  of  fore- 
closure. 

Here  a  word  may  be  added  regarding  the  advisability  of  accru- 
ing income  after  default.  It  is  maintained  that,  if  it  is  not  dis- 
tributed for  disbursement,  it  should  be  accrued,  for  that  is  the  very 
essence  of  the  problem  and  to  lapse  at  such  a  time  would  im- 
pair the  method  to  the  point  of  making  it  almost  futile.  Until 
otherwise  authorized  the  treasurer  should  be  accountable  for  all 
the  income  from  a  security  exactly  as  if  the  debtor  corporation 
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had  not  defaulted.  And,  since  income  is  not  distributed  for  dis- 
bursement until  received,  no  false  hopes  are  developed.  Many 
reorganizations  arrange  to  pay  the  income  in  default  either  at  a 
reduced  rate  or  in  securities.  Where  the  medium  is  securities,  care 
should  be  used  in  their  valuation  for  entry. 

But  it  is  not  enough  that  the  income  register  be  the  basis  of 
the  double-entry  income  accounting.  If  it  does  not  serve  the 
further  purpose  of  an  investment  ledger  it  must  be  self -demon- 
strating that  its  totals  both  par  and  book  agree  with  the  invest- 
ment control  or  balance-sheet  just  as  truly  as  a  ledger  does.  This 
statement  would  seem  so  axiomatic  that  it  need  not  be  emphasized ; 
but  in  practice  such  correlation  has  been  found  lacking.  This  im- 
portant deficiency  has  in  such  instances  appeared  to  result  either 
from  incompetency  (failure  to  understand  the  importance  of 
such  correlation)  or  from  faulty  methods.  By  this  phrase  is  meant 
the  inadequacy  so  frequently  found  as  the  effect  of  old  methods, 
once  sufficient  perhaps,  but  now  outgrown.  Endowment  funds 
have  grown  largely  during  the  past  two  decades  and  not  always 
has  the  accounting  therefor  kept  the  pace. 

In  still  another  way  should  the  income  register  be  tied  to  the 
balance-sheet — the  income  matured  and  unaccounted  for  cur- 
rently must  be  properly  forwarded,  the  balance  forward  agree- 
ing with  the  debit  balance  of  the  balance-sheet  account  income 
receivable  which  was  charged  by  entry  (a).  It  is  not  enough 
simply  to  leave  blanks,  unchecked  items,  etc.,  to  represent  income 
in  arrears — each  period's  deficiency  must  be  carried  forward  and 
charged  to  the  period  following.  This  may  be  done  by  summariz- 
ing the  debits  and  credits  for  each  period  and  forwarding  arrears 
as  one  does  a  cash  balance  or  by  arranging  the  register  so  that  the 
columns  provide  the  necessary  balance  plainly  without  summary. 

At  this  point  consideration  may  be  given  to  the  inclusion  of 
arrears  income  in  the  balance-sheet  as  a  policy  of  the  institution. 
For  internal  purposes — for  the  treasurer,  finance  committee,  presi- 
dent, auditor  and  others — there  seems  every  reason  for  its  inclu- 
sion. But  where  it  is  the  custom  to  print  and  to  distribute  a 
treasurer's  report  which  ought — though  frequently  like  those  of 
municipalities  it  does  not — to  contain  a  balance-sheet,  objections 
may  be  raised  that  such  inclusion  might  by  giving  impressions 
of  a  financial  prospect  more  hopeful  than  warranted  and  of  mis- 
management forestall  donations.  This  is  serious  reason  but  of 
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doubtful  weight.  It  is  to  be  assumed  that  such  balance-sheets  are 
of  interest  primarily  to  an  intelligent  class  of  people  who  should 
for  the  most  part  be  able  to  read  properly  a  well  expressed  bal- 
ance-sheet. If,  then,  care  be  used  to  indicate  clearly  the  nature 
of  the  item  of  arrears  income  and  its  corresponding  reserve,  no 
misunderstanding  ought  to  arise.  Or  if  anything  further  be  thought 
necessary,  brief  comment  in  the  written  report  might  explain. 

Attention  to  the  position  of  income  receivable  on  the  balance- 
sheet  will  do  much  to  avoid  misconceptions.  On  the  asset  side 
it  should  be  analyzed,  as  already  mentioned,  to  show  current  in- 
come overdue  and  arrears  income  the  receipt  of  which  is  doubtful, 
the  former  being  a  current  asset  and  the  latter  an  item  of  suspense 
or  contingency.  On  the  liability  side,  the  credit  account  income 
matured  but  not  received  may  appear  as  deferred  income  if  the 
item  be  current ;  but,  where  the  debit  or  portion  thereof  is  carried 
as  suspense,  a  corresponding  portion  of  the  credit  should  be  used 
as  a  valuation  reserve.  Careful  consideration  of  attendant  pros- 
pects of  receipt  will  determine  which  position  is  preferable. 

As  to  the  question  of  suggesting  mismanagement,  if  misman- 
agement has  occurred,  the  potential  effect  of  publicity  might  pre- 
vent its  recurrence  and,  while  there  might  be  exceptions,  incidental 
publicity  such  as  would  accompany  distribution  of  a  balance-sheet 
should  be  given,  unless  well  founded  reasons  can  be  assigned  for 
not  doing  so.  But  it  should  be  clearly  understood  that  an  arrears 
balance  not  unduly  large  does  not  indicate  mismanagement  neces- 
sarily, for  the  very  nature  of  the  income  under  consideration  im- 
plies the  risks  of  judgment. 

Inherent  in  the  correlation  of  the  income  register  and  the  bal- 
ance-sheet is  the  problem  of  handling  the  so-called  uninvested  por- 
tion of  funds.  Frequently  this  phraseology  is  used  to  designate 
investment  of  a  temporary  nature  such  as  savings  deposits,  certifi- 
cates of  deposit  and  the  like.  These  deposits  occurring  at  the  in- 
ception of  a  fund,  at  the  time  of  addition  of  a  portion  of  the 
income,  at  the  maturity  of  some  investment,  or  of  some  portion, 
as  in  the  case  of  serial  bonds  and  part  payments  on  mortgages, 
and  at  the  time  of  investment  by  reason  of  the  purchase  price  not 
exactly  coinciding  with  the  amount  iavailable  for  investment, 
usually  are  made  only  until  fit  opportunity  for  more  permanent 
investment  is  found.  But  since  such  underinvestments  frequently 
produce  income,  they  should  be  handled  exactly  as  investments 
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for  longer  terms.  In  fact,  whether  they  produce  income  or  not, 
they  are  accountable  in  the  usual  way  for  the  two  reasons  that  they 
are  potential  producers  of  income  and  that  the  income  register 
must  be  in  continuous  accord  with  all  balance-sheet  figures  apper- 
taining to  investments.  It  is  to  be  noted  further  that  such  items  as 
result  at  times  of  investment  from  the  fact  that  purchase  prices 
fall  somewhat  short  of  the  uninvested  cash  available  are  often 
quite  as  permanent  as  the  investment,  but  are  usually  small. 

To  accomplish  proper  recording  of  such  uninvested  portions 
care  must  be  used  in  segregating  them  according  to  funds.  In 
the  case  of  a  larger  amount  this  separation  should  be  made  by  the 
actual  deposit  of  the  cash  by  itself  as  well  as  in  the  accounting 
records,  although  it  is  expected  to  retain  its  integrity  for  only  a 
short  time.  Even  where  the  items  are  small,  such  segregation 
should  be  made  on  the  books,  but  it  may  be  found  impracticable 
to  keep  eight-cent  cash  balances  separate  or  to  account  for  the 
income  on  each  two  dollars  separately.  The  process  of  consolida- 
tion should,  however,  be  employed  sparingly  and  with  discretion. 

Proper  attention  to  details  as  outlined  in  the  foregoing  para- 
graphs should  leave  a  record  of  all  income  that  ought  to  have 
been  received  and  thereby  supply  an  adequate  basis  for  proving 
that  it  had  been  received.  It  remains  to  record  as  accurately  its 
distribution  after  receipt.  It  is  not  within  the  scope  of  this 
thesis  to  deal  with  voucher  systems  and  the  like  supporting  the 
actual  disbursement  of  the  income  received,  but  rather  to  study 
at  this  point  the  condition  attending  the  entry  appearing  above  as 
transaction  (c)  : 

Income  matured,  xxx 

To  sundry  income  accounts,  xxx 

The  function  of  this  entry  is  to  distribute  among  the  various 
income  accounts  the  income  to  which  they  are  entitled  when  it  has 
been  received.  By  income  account  reference  is  made  to  the  ele- 
mental income  account  of  that  triad  fundamental  to  all  fund  ac- 
counting: fund,  investment,  income.  The  relationship  of  that 
triad  entitles  the  income  account  to  all  the  income  received  from 
the  investment.  (The  word  "received"  is  used  advisedly,  on  the 
basis  of  the  preceding  discussion  of  the  relative  methods  of  record- 
ing income  accrued  and  income  received.)  And,  when  that  has 
been  accomplished  by  entry  (c),  the  same  relationship  entitles  the 
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same  income  account  to  an  explanation  of  the  use  of  the  income. 
In  other  words,  disbursements  under  the  fund  may  be  made  only 
as  directed  by  the  conditions  of  the  fund  and  when  so  made  are 
chargeable  to  the  income  account.  A  bookkeeping  detail  is  met 
here:  i.  e.,  where  such  disbursements  are  numerous  it  is  often  ex- 
pedient to  charge  them  directly  to  a  special  account  or  accounts 
which  are  later  in  total  closed  to  the  income  account. 

These  charges  to  income  account  are  sometimes  by  the  terms  of 
the  fund  carried  to  principal  or  are  payments  to  beneficiaries  sub- 
ject to  life  interests.  The  latter  present  no  problems  within  our 
present  discussion,  as  the  payment  ordinarily  terminates  the  trans- 
action ;  but  the  former  supplies  some  of  the  cash  mentioned  above 
as  uninvested.  Auditors  should  note  here  that  investment  of  this 
cash  or  its  deposit  at  interest  should  follow  the  date  of  its  receipt 
very  closely. 

Charges  other  than  those  just  mentioned  will  for  the  most 
part  present  no  accounting  difficulties.  Nice  judgment  may  be  re- 
quired to  satisfy  the  cpnditions  of  the  fund,  for  all  manner  of  limi- 
tations are  frequently  employed;  but,  important  as  strict  adher- 
ence to  these  restrictions  is,  they  do  not  affect  the  accounting 
methods  as  a  rule. 

Sometimes,  however,  such  income  is  distributable  by  appro- 
priation. In  such  cases  the  appropriations,  if  numerous  or  in- 
volved, should  be  charged  against  the  income  account  and  carried 
as  appropriations  are  usually  carried.  Care  should  be  exercised 
that  any  balance  of  such  appropriations  is  carried  forward,  re- 
turned to  the  income  account  or  otherwise  properly  handled  as 
indicated  by  the  terms  of  the  fund. 

After  all  charges,  an  unexpended  balance  sometimes  remains. 
In  some  circumstances,  as  where  more  than  ample  funds  have  been 
provided  for  some  specific  purpose,  an  ever-increasing  balance 
remains.  It  is  important  that  the  cash  representing  such  balances 
be  properly  segregated  and,  where  no  immediate  prospect  of  its 
disbursement  is  seen  or  where  many  such  items  exist  at  all  times, 
demand  deposit  at  interest  seems  to  be  required,  the  benefit,  of 
course,  accruing  for  purposes  of  the  funds  involved.  In  effect 
this  adds  a  portion  of  the  income  temporarily  at  least  to  principal, 
an  amount  already  more  than  adequate  for  current  needs.  In  such 
circumstances  when  cash  for  general  uses  is  short  (and  it  usually 
is,  and  that  properly  in  eleemosynary  institutions)  the  objection 
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is  sometimes  raised  that  it  is  not  good  business  to  borrow  at  six 
per  centum  while  there  is  available  money  either  idle  or  earning 
but  four.  The  objection  has  a  practical  sound,  but  until  permission 
from  the  courts  or  from  the  donors  has  been  obtained  such  in- 
fringement constitutes  a  breach  of  trust  and  should  never  be  em- 
ployed even  temporarily. 

It  is  thus  seen  that,  since  the  disposition  of  the  income  ulti- 
mately depends  on  the  conditions  of  the  fund  providing  it,  at  no 
point  in  the  accounting  should  the  restrictions  under  which  the  fund 
is  created  be  overlooked.  By  accruing  the  income  when  it  ma- 
tures, but  distributing  it  only  when  received,  conditions  of  the 
fund  are  readily  met,  and  in  addition  a  more  complete  check  of 
income,  continuous  and  easily  available,  is  recorded.  No  inflation 
of  income  occurs,  but  no  income,  whether  received  or  not,  is 
overlooked. 
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BY  F.  A.  HAMILTON 

The  character  of  the  scrap  metal  business  is  such  that  very 
little  interest  has  been  taken  in  it  by  the  people  generally,  yet  it 
has  been  developed  to  tremendous  proportions — in  fact  the  value 
of  the  gross  business  done  annually  aggregates  many  hundreds  of 
millions  of  dollars. 

To  direct  and  conduct  a  scrap  metal  business  might,  at  first 
glance,  seem  to  be  a  simple  matter,  yet  I  venture  to  say  that  some 
of  the  keenest  minds  in  the  country  to-day  are  interested  to  such  a 
degree  that  they  are  practically  devoting  their  entire  time  to  carry- 
ing on  this  business. 

When  we  consider  the  vast  number  of  uses  we  find  for  iron 
and  steel  products  alone,  to  say  nothing  of  the  other  numerous 
metals  or  combinations  of  metals,  we  must  agree  that  the  business 
has  become  highly  important.  I  should  like  to  state  the  object  of  the 
business  and  a  few  of  the  peculiar  accounting  situations  found  in 
it.  Let  us  consider  the  matter  under  the  following  classifications : 

Object  of  the  business  aside  from  that  of  profit  making. 

The  source  of  the  metal.  The  purchase  and  sales  contracts. 
The  matching  of  one  with  the  other  and  the  accounting  pro- 
cedure incident  thereto. 

Operating  statement  showing  the  result  of  operation  for  the 
period. 

Balance-sheet  showing  the  financial  position  of  the  company 
at  time  of  closing  the  books. 

OBJECT  OF  THE  BUSINESS 

The  object  of  the  business  primarily  is,  of  course,  to  con- 
duct it  in  such  a  manner  that  it  will  earn  a  profit  on  the  investment, 
but,  aside  from  that,  it  would  appear  that  the  real  object  is  to 
find  certain  grades  of  materials  and  distribute  them  to  the  numer- 
ous steel  mills,  rolling  mills,  foundries  and  other  concerns  for  the 
purpose  of  reclaiming  and  converting  this  material. 

It  is  a  well-known  fact  that  certain  mills  or  foundries  produce 

*A  thesis  presented  at  the  May,  1920,  examinations  of  the  American  Institute  of 
Accountants. 

354 


Accounting   for   the   Handling   of   Scrap   Metals 

or  manufacture  only  a  specific  product ;  therefore,  their  require- 
ments as  to  raw  materials  must  be  met  by  furnishing  certain 
grades  of  the  various  kinds  of  metals  or  mixtures  in  order  that  as 
little  material  as  possible  be  lost  in  processing.  As  an  instance, 
I  might  cite  the  case  of  a  rolling  mill  which  uses  railroad  car  axles 
for  the  purpose  of  rolling  bar  iron.  This  is  done  with  practically 
no  loss  of  material.  Or  I  might  mention  the  case  of  a  smaller 
business  which  purchases  certain  scrap  metals  and  on  refining 
them  obtains  Babbitt  metal  of  various  grades,  white  metal  used  by 
the  printing  trade  in  linotype  machines,  etc.  There  are  also  thous- 
ands of  other  instances  where  special  requirements  are  supplied 
by  the  reclaiming  of  material  in  the  scrap  metal  business. 

PURCHASE  AND  SALES  CONTRACTS 

The  purchase  contracts  are  made  with  the  idea  of  matching 
the  sales  contracts  against  them ;  hence  it  will  be  necessary  to  treat 
purchase  and  sales  items  under  one  heading  so  far  as  the  contract 
accounts  only  are  concerned. 

Purchase  contracts  are  entered  into  with  large  industrial  plants, 
railroad  corporations  and  others  for  the  purchase  of  scrap  ma- 
terials to  be  delivered  on  order  during  a  period  of  time  and  at  a 
specified  price.  It  is  necessary,  of  course,  to  scrutinize  a  contract 
from  time  to  time  in  order  to  learn  whether  or  not  it  is  being 
executed  in  accordance  with  the  agreement;  hence  a  record  is 
provided  on  this  contract  for  the  recording  of  deliveries  as  to 
dates,  tonnage  and  amounts. 

There  is  also  another  method  used  by  the  company  in  pur- 
chasing material.  A  municipal  plant  may  be  bought  outright ;  or 
a  steam  or  electric  railway  may  be  bought  as  it  stands.  The 
miscellaneous  material  obtained  through  dismantling  may  be  ap- 
plied on  sales  contracts  or  shipped  into  one  of  the  company's 
yards.  It  sometimes  happens  that  the  deal  contemplated  is  too 
large  for  the  company  to  handle  alone,  in  which  event  the  pur- 
chase is  made  on  a  joint  account  proposition,  one  or  more  other 
dealers  coming  in  and  sharing  the  expenses  before  the  distribu- 
tion of  the  profits  is  made. 

Sales  contracts  are  entered  into  with  steel  and  rolling  mills 
and  many  other  concerns  for  the  sale  of  the  material,  running 
into  orders  for  hundreds  of  thousands  of  tons  during  a  specified 
time,  said  material  to  be  delivered  with  the  full  understanding 
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that  the  company  is  to  be  permitted  to  originate  shipments  any- 
where in  the  country  provided  that  the  specified  classification  of 
material  is  maintained.  A  record  is  also  provided  on  the  sales 
contract  showing  deliveries  to  customers  or  dealers  as  to  dates, 
tonnage  and  amounts. 

Let  us,  at  this  time,  consider  the  accounting  procedure  in 
reference  to  the  direct  shipments  controlled  by  the  purchase  and 
sales  contracts.  At  the  time  the  shipment  is  made  by  the  con- 
signor, should  consignor  represent  an  industrial  plant,  it  may  be 
billed  to  the  customer  direct,  or  if  the  shipment  was  forwarded  by 
a  dealer  and  it  is  deemed  advisable  not  to  permit  the  customer,  for 
various  trade  reasons,  to  know  who  forwarded  the  material,  or 
to  permit  the  dealer  to  learn  the  name  of  the  customer,  it  may  be 
billed  to  the  company  at  delivery  point,  and  the  waybill  may  be 
sent  to  the  office  of  the  company,  which  in  turn  reconsigns  the 
car.  On  the  cars  billed  direct  to  customers  orders  are  issued  to 
the  carriers  authorizing  delivery. 

When  shipment  is  made  by  the  consignor,  an  invoice  should 
be  mailed  to  the  company  immediately.  The  purchase  invoice, 
when  received,  is  at  once  recorded  in  a  book  called  the  car  record, 
showing  the  name  of  consignor,  date,  car  number,  contents,  weight, 
etc.  The  car  then  being  ordered  out  or  delivery  authorized,  the 
purchase  invoice  is  handed  to  the  billing  department,  where  a 
sales  invoice  is  made  out  in  duplicate  against  the  customer  for 
the  identical  material.  When  proper  office  references  are  noted 
on  the  duplicate  invoice,  which  has  become  the  sales  book, 
the  entry  in  the  car  record  is  completed  by  showing  to  whom 
the  car  was  sold.  The  information  necessary  to  be  shown  on  the 
purchases  and  sales  contracts,  as  to  tonnage  received  and  de- 
livered applying  on  certain  contracts,  can  at  this  point  be  collected. 

When  it  is  considered  that  anywhere  from  two  hundred  to 
four  hundred  cars  may  be  handled  daily  and  that  a  great  many 
are  rejected  owing  to  overcharge  in  price  or  freight,  short  weight 
in  tonnage  or  incorrect  classification  of  material,  or  because  per- 
haps the  material  is  up  to  specifications  but  cannot  be  used  by  that 
particular  mill,  one  can  readily  appreciate  the  necessity  of  cor- 
rectness in  handling  this  accounting  feature  of  the  business 
through  the  car  record. 

It  must  also  be  understood  that  many  of  the  materials  pur- 
chased are  of  a  mixed  nature  and  for  a  great  deal  there  is 
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no  ready  market.  Perhaps  the  opportunity  to  sell  arises,  but  the 
material  is  so  far  removed  that  the  freight  charges  prohibit  the 
sale,  as  the  profit  would  be  consumed  by  the  carrier  for  the  hand- 
ling. In  this  event,  it  is  shipped  to  the  nearest  yard,  the  company 
usually  operating  some  six  or  eight  throughout  the  country.  The 
same  procedure  as  to  entry  in  the  car  record  as  noted  above  regard- 
ing direct  shipments  is  followed. 

An  important  matter  should  be  noted  at  this  time.  Many 
cars  are  rejected  at  destination  or  in  transit,  and  this  makes  it 
absolutely  necessary  to  act  promptly  in  order  to  avoid  payment  for 
demurrage,  storage  and  like  charges  by  the  carriers  and  others. 
This  can  be  accomplished  by  diverting  the  cars  to  some  other  cus  • 
tomer  in  that  vicinity  or  to  one  of  the  company's  yards,  electing 
to  reduce  the  price  to  the  original  customer  by  an  understanding 
with  the  consignor  that  the  purchase  price  be  reduced  correspond- 
ingly or  the  entire  shipment  be  thrown  back  on  the  hands  of  the 
consignor,  in  which  event  an  adjustment  of  some  kind  or  other 
in  regard  to  expenses  incurred  becomes  inevitable. 

At  this  point  a  difficult  question  sometimes  arises  as  to  the 
journal  entry  which  will  tell  the  story  truly  and  correctly.  As 
much  material  is  bought  and  sold  subject  to  acceptance  or  rejec- 
tion on  delivery,  depending  on  certain  grades  or  classifications, 
a  great  number  of  cars  is  rejected.  The  reason  for  this  in  many 
cases  is  that  the  material  is  not  inspected  by  the  company  before 
or  after  shipment.  Should  the  charges  have  been  made  against 
the  customer  on  the  books  of  the  company  and  the  invoice  of  the 
creditor  be  passed  for  payment,  and  in  many  cases  paid,  it  becomes 
necessary  to  make  a  journal  entry.  Such  entries  would  be  formu- 
lated as  follows: 

Sales  returns        1  ... 

I          at  selling  price 
to  customer 


I  at  buying  price 


Creditor 
to  purchases 

In  addition  to  items  mentioned  above,  a  few  others  would  have 
to  be  considered,  such  as  equalizing  freight  charges  based  on 
certain  points  of  delivery,  controversies  over  scale  weights  and  the 
like,  so  that  it  becomes  evident  that  the  journal  entries  should 
be  made  with  care  and  good  judgment. 

There  is  another  important  matter  attaching  to  the  fulfillment 
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of  the  purchase  and  sales  contracts.  For  many  reasons  it  may 
become  necessary  to  void  the  contracts  either  voluntarily  or  in- 
voluntarily owing  to  conditions  within  or  without  the  company's 
control.  Should  the  purchase  contract  be  partly  filled  at  the  time 
of  voidance  some  equitable  agreement,  if  possible,  is  reached  and 
settlement  made  either  by  payment  of  cash  or  otherwise.  This 
settlement  may  run  into  large  figures  as  the  company  would  be 
compelled  perhaps  to  go  into  the  open  market  and  purchase  suffi- 
cient material  to  satisfy  its  sales  contract  at  a  much  higher  pur- 
chase price  as  well  as  a  considerable  difference  in  freight  rates. 
Should  the  company  decide  to  void  a  sales  contract,  for  any 
reason,  the  company  must  make  the  best  possible  settlement  with 
the  customer. 

Let  us  now  consider  settlements.  The  business  so  far  as  the 
material  purchases  are  concerned  is  practically  operated  on  a 
cash  basis  through  the  general  books.  The  material  purchase  in- 
voices as  rendered  by  the  company's  creditors  are  vouched  and 
passed  for  prompt  payment,  with  the  exception  of  certain  inter- 
changeable accounts  or  in  case  of  dealers  from  whom  the  com- 
pany buys  and  to  whom  the  company  sells.  No  account  is  kept 
of  accounts  payable  in  the  general  books  during  the  year,  with 
the  above  exception.  In  other  words  the  operation  of  the  business 
is  not  charged  in  the  month  in  which  the  purchases  are  made  unless 
paid  for  during  the  same  month,  but  at  the  close  of  business  for 
the  year  or  period  all  unpaid  invoices  for  purchases,  expense  items 
and  freight  charges  are  properly  set  up  and  offset  against  the 
revenue  accounts. 

The  above  comment  refers  only  to  the  general  office  cash  settle- 
ments. It  has  been  found  advantageous  to  operate  in  close  proxi- 
mity to  the  markets.  In  one  case,  some  six  or  eight  yards  were 
taken  over  and  eight  or  ten  branch  offices  were  opened  throughout 
the  territory.  The  business  carried  on  by  the  yards  and  branch 
offices  being  done  in  a  great  measure  for  cash,  it  became  necessary 
to  provide  funds  for  the  yard  and  branch  managers.  Therefore, 
bank  accounts  were  opened  in  each  city  and  the  yard  and  branch 
managers  were  authorized  to  draw  cash  vouchers  against  the 
funds,  said  funds  being  controlled  by  the  general  office.  Accord- 
ingly, a  uniform  cash  journal  form  was  devised  and  adopted  and 
each  yard  or  branch  manager  was  instructed  to  forward  the  dupli- 
cate sheets  as  fast  as  the  pages  were  filled,  together  with  purchase 

358 


Accounting   for   the   Handling   of  Scrap   Metals 

or  expense  vouchers.  At  the  close  of  each  month,  the  canceled 
bank  cheques  or  vouchers  are  forwarded,  thereby  enabling  the 
general  office  to  verify  all  disbursements  for  payrolls,  expense  or 
purchases.  These  cash  journal  sheets  sent  in  by  the  yards  or 
branches  are  balanced  by  the  local  cashiers  or  bookkeepers,  making 
it  necessary  only  for  the  auditor  to  formulate  the  closing  entries. 
The  records  then  become  original  books  of  entry  from  which 
all  items  are  posted  to  the  general  ledger  as  to  nominal  expense  or 
revenue  accounts  and  to  the  various  customers'  ledgers  as  to  those 
accounts.  The  control  account  carried  in  the  general  ledger  must, 
of  course,  correspond  with  balance  shown  on  the  individual  yard 
or  branch  office  account. 

In  addition  to  the  yards  and  branch  offices,  this  company 
operates  a  subsidiary  manufacturing  proposition,  one  plant  being 
located  in  the  east  and  another  in  the  west.  The  eastern  plant  is 
permitted  to  collect  accounts  and  bank  the  funds  but  is  not  autho- 
rized to  draw  any  cheques  against  such  bank  accounts ;  therefore 
all  expense  vouchers  are  sent  to  the  New  York  office  where  the 
cheques  are  drawn  on  a  local  bank  and  returned  to  the  eastern 
plant. 

Likewise  the  New  York  office  advances  funds  regularly  to 
several  other  yards  or  branch  offices  in  order  to  take  care  of 
payrolls  and  freight  bills  which  must  be  handled  promptly.  When 
opportunity  arises  to  purchase  a  large  quantity  of  material  by  any 
one  of  the  other  branches  it  is  important  to  transfer  funds  from 
one  depository  to  another.  As  this  is  done  almost  daily,  it  is 
necessary  that  the  records  be  so  constructed  that  one  account  can- 
not be  overdrawn  while  another  is  amply  provided  with  funds. 

OPERATING  STATEMENT 

The  part  of  the  business  that  I  have  discussed  refers  only  to 
the  purchase  and  sale  of  merchandise  and  to  settlements,  the  ex- 
penses incident  thereto  being  about  the  same  as  in  other  businesses. 

All  expense  items  of  the  same  nature  are  collected  from  the 
various  yard  and  branch  office  cashbooks  and  posted  to  the  general 
ledger,  with  the  general  ledger  items  taken  from  all  other  records. 

As  the  general  office  records  control,  all  general  accounts  such 
as  interest,  depreciation  of  the  various  plant  and  equipment  ac- 
counts and  the  like  are,  of  course,  shown  only  on  the  general  books. 
All  sales  accounts  are  carried  only  on  the  general  books  and  after 
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offsetting  the  purchases  against  the  total  for  the  period  and  apply- 
ing inventories  and  expense  items,  the  operating  statement  is  con- 
structed in  the  usual  manner. 

We  must  consider,  however,  the  joint  account  transactions 
which  may  have  been  only  partly  executed  at  the  time  of  closing 
the  books.  It  is  problematical  how  much  gain  or  loss  will  result 
in  the  disposition  of  material  on  hand  and  what  will  be  the  cost  of 
finishing  the  dismantling  of  a  large  plant  or  tearing  up  a  railroad. 
The  purchase  price  and  cost  of  obtaining  the  material,  as  to  labor 
and  freight  charges  and  all  other  expense  items,  are  charged  to  the 
joint  account  in  the  general  ledger,  while  all  sales  and  any  other 
credit  items  are  credited  to  the  same  account.  Should  the  ma- 
terial purchased  on  joint  account  be  partly  disposed  of  at  the  time 
of  closing  the  books,  there  is  a  certain  amount  of  profit  that  should 
be  credited  to  the  final  profit  and  loss  account  of  the  company, 
but  this  may  be  turned  into  a  large  loss  on  disposing  of  the  balance 
of  the  material  in  the  next  period ;  hence  it  is  quite  difficult  to  state 
the  amount  as  it  should  be  shown  before  the  transaction  is  finally 
consummated. 

BALANCE-SHEET 

After  the  books  are  closed,  the  balance-sheet  is  prepared  as  is 
customary  in  any  other  business  or  industry. 

However,  I  should  like  to  call  attention  to  one  important  ac- 
count found  on  the  balance-sheet,  which,  in  my  opinion,  is  quite 
difficult  to  state  correctly.  I  refer  to  the  inventory  of  material 
on  hand  at  time  of  closing  the  books. 

By  referring  to  the  method  outlined  previously  as  to  purchases 
and  sales  of  material,  it  can  be  seen  that  a  great  many  cars  are  in 
transit  on  which  the  freight  charges  may  or  may  not  have  been 
paid;  a  large  number  may  be  rejected  and  may  be  either  in  the 
company's  yards  or  in  transit,  and  there  may  be  a  large  miscel- 
laneous tonnage  of  mixed  materials  scattered  over  the  company's 
various  yards,  as  well  as  partly  dismantled  plants  and  steam  or 
electric  railways,  which  the  company  took  over  outright  and  for 
which  it  paid  either  in  whole  or  in  part. 

At  this  time,  the  car  record  becomes  valuable,  as  the  unsold 
items  should  in  a  measure  verify  the  yard  stock  record  books  and 
the  traffic  department's  record  of  cars  in  transit. 

The  remaining  items  usually  shown  on  the  balance-sheet  have 
not  been  considered  as  I  have  attempted  only  to  point  out  the 
accounting  necessities  peculiar  to  this  particular  business. 
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EDITORIAL 

Cobbler  and  Last 

Probably  there  is  no  proverb  more  familiar  to  English-speaking 
people  the  world  over  than  "Let  the  cobbler  stick  to  his  last." 
There  are  variants  of  this  old  saying  in  nearly  every  known  tongue 
— and  yet  despite  its  almost  universal  acceptance  there  is  no  prin- 
ciple more  generally  ignored  in  every-day  affairs.  People  simply 
will  not  restrict  themselves  to  their  legitimate  fields  of  endeavor,  if 
there  is  any  chance  to  get  over  the  fence  and  gambol  in  the  gardens 
of  their  neighbors. 

All  this  truism  is  by  way  of  introduction  to  a  subject  which 
seems  to  be  agitating  some  of  our  readers.  Frankly  we  are  not 
greatly  perturbed,  but  the  number  of  complaints  and  bitter  com- 
ments received  indicates  that  a  few  of  our  friends  fear  a  goblin 
in  the  cellar. 

The  matter  is  the  apparent  intention  of  some  banks  and  trust 
companies  to  drive  the  public  accountant  out  of  practice  by  estab- 
lishing departments  of  "audit"  or  "accounting"  or  "industrial  sur- 
vey" or  "efficiency"  or  what  not.  Such  departments  are  organ- 
ized, if  we  may  believe  all  that  their  sponsors  assert  in  public 
advertisement,  primarily  with  the  object  of  providing  the  public 
a  means  of  ascertaining  financial  condition  and  prospects.  The 
basic  idea  is  altruistic — and  therein  lies  a  difference  between  the 
bank  and  the  real  accountant — we  don't  know  of  any  accountant 
who  is  in  the  profession  for  purely  philanthropic  reasons.  Cer- 
tainly we  know  of  many  who  are  in  accountancy  because  of  their 
love  of  the  work,  but  all  of  them  expect  to  derive  a  profit — and, 
what  is  more  to  the  point,  they  do. 

Your  bank  or  trust  company  on  the  other  hand  is  more  idealistic. 
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Every  American  has  heard  of  idealism  and  can  appraise  it  duly. 
The  trust  company  has  the  interest  of  its  patrons  at  heart — and  in 
using  the  word  "interest"  there  is  no  double  meaning. 

If  merchant  Black  comes  to  banker  White  and  seeks  to  establish 
credit  relations,  White  may  say,  and  in  point  of  fact  often  has 
said :  "The  statement  of  condition  which  you  show  me  may  be 
good  or  bad.  I  don't  know  which  it  is.  If  you  wish  me  to  give 
you  the  credit  to  which  your  actual  condition  should  entitle  you  it 
will  be  necessary  for  you  to  employ  our  audit  department  to  make 
an  investigation  for  you.  The  fees  are  not  high.  The  service  is 
better  than  any  other  accounting  agency  can  supply.  And  finally 
if  our  audit  department  be  not  employed  by  you  it  will  be  useless 
for  you  to  seek  credit  with  us  any  way." 

There  is  the  same  kind  of  genial  altruism  in  all  this  as  that 
which  animates  a  great  corporation  when  it  says  to  the  village 
shopkeeper,  "You  must  carry  our  goods  exclusively  or  we'll  open 
a  shop  next  door  and  drive  you  out  of  business." 

The  public  does  not  think  very  kindly  of  the  methods  mentioned 
in  the  case  of  the  corporation  and  the  shopkeeper ;  and  it  will  not 
think  any  more  kindly  of  the  attempt  of  the  banker  to  hold  up  the 
merchant. 

As  a  general  rule  the  public  likes  to  see  the  cobbler  sticking  to 
his  last,  even  if  the  individual  entity  which  goes  to  make  up  what 
we  call  the  public  is  apt  to  wander  away  from  his  proper  sphere 
of  activity.  And  when,  by  reason  of  what  seems  something  like 
undue  influence,  the  cobbler  thrusts  himself  into  things  not  of  his 
guild  or  craft,  the  public  is  like  to  have  none  of  it. 

Indeed,  experience  has  shown  that  in  this  particular  matter 
of  the  attempts  of  bankers  to  be  accountants  no  great  success  has 
ever  been  achieved.  For  many  years  there  have  been  audit  depart- 
ments in  some  of  the  trust  companies  in  Detroit  and  possibly  else- 
where. But  the  accountants  of  Detroit  have  thriven  nevertheless. 
There  has  not  been  such  a  rush  to  employ  the  trust  company  as 
an  auditor  as  to  exclude  the  real  professional  practitioner. 

Quite  lately  the  whole  question  has  attracted  renewed  interest 
because  the  offense  has  spread  further  east.  Yet,  as  we  said  at  the 
outset,  there  is  no  great  cause  for  fear.  An  accountant  or  two  will 
probably  manage  to  eke  out  a  precarious  livelihood  in  spite  of  all. 

Of  course,  there  are  many  cogent  reasons  why  the  banker 
should  stick  to  his  bank.  It  seems  scarcely  necessary  to  rehearse 
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them  to  the  readers  of  this  magazine,  but  here  are  some  which 
may  serve  as  reminders  or  as  indicators  of  others: 

The  American  j  nstitute  of  Accountants  has  gone  formally  on 
record  as  opposed  to  the  corporate  form  of  professional  practice. 
Audit  companies  are  not  in  favor  with  the  national  body,  because 
they  are  impersonal  and  may  be  commercial  instead  of  personal 
and  professional,  as  should  be  the  case. 

Banks,  especially  of  the  trust  company  species,  have  long  been 
the  butt  of  adverse  criticism  because  of  their  diverse  ventures. 
Adding  one  more  department  does  not  make  for  the  strengthening 
of  public  confidence. 

Bank  employees  engaged  in  the  audit  departments  are  the  serv- 
ants of  the  bank — not  of  the  bank's  patrons.  And  among  the 
eternal  verities  is  "No  man  can  serve  two  masters." 

It  is  one  of  the  solemn  and  sacred  properties  of  the  profes- 
sional relationship  of  man  and  man  that  there  shall  be  inviolable 
secrecy  in  all  that  arises  because  of  such  relationship.  The  Hip- 
pocratic  oath  is  not  more  binding  in  effect  than  1  he  word  of  honor 
of  the  truly  professional  advisor  in  accounting,  law  or  any  of  the 
other  learned  callings.  Does  it  require  reiteration  to  convince  the 
business  man  that  a  corporation  has  no  soul,  and  without  a  soul 
the  relations  of  man  to  man  degenerate?  (Of  course,  we  speak 
here  only  of  the  corporation  as  a  participant  in  things  professional, 
not  as  active  in  its  proper  field.) 

It  is  conceivable  that  there  might  be  some  day  a  bank  less 
deeply  philanthropic  and  ideal  than  those  we  now  have  in  mind. 
If  we  concede  so  much,  it  needs  only  a  step  to  bring  us  to  the  con- 
clusion that  tremendous  possibilities  for  evil  lie  in  the  whole  scheme 
of  dragging  accountancy  down  to  a  commodity  purchasable  across 
a  counter.  As  a  hint,  bear  in  mind  that  the  directors  of  a  bank 
have  right  of  access  to  all  the  records  of  the  bank.  We  stoutly 
affirm  that  no  director  of  any  bank -now  engaged  in  the  auditing 
business  (for  it  is  then  a  business,  nothing  more)  would  be 
guilty  of  even  glancing  at  the  auditor's  confidential  records  of  a 
trade  rival.  But  some  day  a  less  scrupulous  director  may  be  in 
office  and  when  that  day  comes — farewell  to  all  that's  confidential 
and  honorable. 

These  are  some  of  the  reasons  why  the  idea  of  audits  con- 
ducted by  a  corporation  department  are  repugnant  to  all  that's 
worthy  in  professional  practice.  There  are  others  equally  good. 
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The  great  point,  however,  is  the  desirability  of  avoiding  every- 
thing which  savors  of  meddlesomeness.  Banking  is  an  honorable 
calling,  in  general  honorably  conducted,  but  bef  .re  spreading  out 
to  things  unrelated  to  its  original  purpose,  there  should  be  careful 
consideration. 

The  accountant  and  the  banker  may  form  a  powerful  alliance 
for  better  business  and  the  brighter  day,  but  let  each  recognize  his 
own  natural  limitations. 

As  we  said  at  the  beginning  of  these  notes  the  matter  does 
not  seem  to  us  one  of  great  moment.  The  public  in  the  long  run 
generally  distinguishes  between  good  and  evil. 

There  may  be  a  goblin  in  the  cellar,  but  he  must  be  a  feeble 
little  fellow.  We  haven't  heard  him  even  tapping  at  the  founda- 
tions. What  we  have  written  is  intended  to  hearten  the  few 
timorous  ones  who  think  they  have  felt  the  house  rocking. 
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Income-tax  Department 

EDITED  BY  STEPHEN  G.  RUSK 

During  October,  at  least  up  to  date,  one  treasury  decision  has  been  made. 
It  is  No.  3071,  and  relates  to  the  making  of  separate  income-tax  returns  by 
husband  and  wife  domiciled  in  the  state  of  Texas. 

While  the  subject  matter  of  this  decision  must  of  necessity  be  chiefly 
a  matter  of  importance  to  the  accounting  brethren  of  that  state,  it  holds 
some  interest  for  all. 

Texas  by  statute  has  definitely  classified  the  separate  property  and  the 
income  therefrom  of  husband  and  wife  and  that  property  and  income  which 
belongs  to  them  jointly.  Attorney-general  Palmer  sets  forth  in  treasury 
decision  3071  how  income  from  these  two  classes  shall  be  returned  for 
federal  tax  purposes : 

Briefly  stated,  income  from  the  separate  property  of  husband  and  wife, 
except  the  increase,  revenues  and  rental  from  lands,  is  community  income, 
and  as  such  husband  and  wife  may  each  return  half  as  gross  income. 

Earnings  of  husband  and  wife,  or  of  either  of  them,  are  community 
income,  and  may  also  be  divided  half  and  half. 

The  income  from  property  acquired  by  either  as  separate  property  after 
their  marriage  is  also  community  income  and  may  be  reported  as  is  other 
community  income. 

It  will  be  noted  that  the  ruling  uses  the  word  "may,"  and  therefore  the 
husband  and  wife  may  use  their  own  discretion  as  to  whether  or  not  the 
return  of  community  income  shall  be  on  basis  of  one-half  for  each. 

Office  decision  No.  610,  explained  and  amplified  by  assistant  reviewers' 
memorandum  No.  82,  is  given  below.  The  decision  of  the  department  in  this 
case  is  not  supported  very  well  by  the  argumentative  matter,  as  shown  by 
the  conclusions  derived  from  the  supposititious  example  cited. 

In  the  supposititious  case  a  corporation  was  in  possession  of  a  surplus 
of  say  $100,000.00  March  i,  1913.  During  the  period  ended  December  31, 
1919,  it  sustained  a  net  loss  of  $5,000.00,  thereby  reducing  its  surplus  to 
$95,000.00.  It  declared  a  dividend  of  $25,000.00  some  time  in  1920,  during 
which  year  and  up  to  date  of  which  declaration  its  earnings  are  supposed  to 
have  been  $15,000.00.  Hence,  under  the  most  limited  interpretation  the 
corporation  mfltet  have  paid  its  dividend  out  of  the  $15,000.00  earned  in  1920 
and  $10,000.00  out  of  its  surplus  earnings  of  March  i,  1913. 

The  department  has  ruled  that  because  the  corporation  earned,  say, 
$5,000.00  in  1919  and  $15,000.00  in  1920,  only  $5,000.00  of  the  $25,000.00 
dividend  could  be  considered  to  have  been  paid  out  of  the  surplus  of  March 
I,  1913.  Truly  a  remarkable  decision  reached  by  a  unique  method  of 
reasoning. 

Among  the  other  opinions  given  out  during  the  month  is  legal  opinion 
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1035  (rev.),  relating  to  shrinkage  in  value  of  securities  and  stocks.  This 
opinion  is  so  logical  and  the  argumentative  matter  proceeds  so  surely  to  the 
correct  conclusion,  that  it  offers  a  marked  contrast  to  office  decision  No.  610, 
heretofore  mentioned. 

That  a  deductible  loss  has  not  been  sustained  because  of  the  shrinkage 
of  value  of  stocks  and  securities  owned,  when  actual  disposition  by  sale  or 
otherwise  has  not  taken  place,  is  a  most  obvious  fact.  In  the  case  described 
in  legal  opinion  No.  1035  (rev.),  a  corporation  is  stated  to  have  sought  to 
deduct  a  loss  of  this  nature  when  the  substantial  ownership  of  the  stock  and 
securities  had  not  changed,  a  subterfuge  having  been  employed  by  the 
formation  of  a  new  corporation  having  the  same  proportionate  ownership 
as  the  old  corporation  and  by  the  transfer  to  this  new  corporation  of  the 
said  stock  at  a  loss  to  the  old  corporation. 

The  above-mentioned  decisions  and  opinions,  together  with  a  number  of 
others  whose  subject  matter  is  of  especial  interest,  are  given  below. 

(T.  D.  3071,  September  18,  1920) 

Income  tax 
Husband  and  wife — Community  property — Opinion  of  attorney  general 

1.  The  earnings  of  husband  and  wife  domiciled  in  Texas  are  community 
income,   and   such  husband   and   wife,   in   rendering   separate   income  tax 
returns,  may  each  report  as  gross  income  one-half  the  total  earnings  of  the 
husband  and  wife. 

2.  The  income  from  separate  property,  except  the  increase,  rents  and 
revenues  from  lands,  is  community  income,  and  therefore  husband  and  wife 
domiciled  in  Texas,  in  rendering  separate  income  tax  returns,  may  each 
report  as  gross  income  one-half  the  total  income  from  separate  property, 
except  the  increase,  rents  and  revenues  from  land  held  separately. 

3.  The   income   from  community  property  as  defined  in   article  4622, 
Vernon's  Sayles's  Statutes,  is  community  income,  and  therefore  husband  and 
wife  domiciled  in  Texas,  in  rendering  separate  income  tax  returns,  may  each 
report  as  gross  income  one-half  the  total  income   from  such  community 
property. 

There  is  given  below  in  full  for  your  information  and  guidance  an 
opinion  rendered  by  the  attorney  general  under  date  of  August  24,  1920, 
dealing  with  the  right  of  husband  and  wife  domiciled  in  certain  states  having 
so-called  "community  property"  laws  to  divide  certain  of  their  income  for 
the  purpose  of  the  income  tax. 

DEPARTMENT  OF  JUSTICE 

Washington,  August  24,  1920. 

DEAR  MR.  SECRETARY  :  Further  acknowledging  receipt  of  your  favor  of 
August  12,  requesting  my  opinion  on  the  three  questions  of  law  set  forth 
below,  to  wit: 

1.  Are  the  earnings  of  husband  and  wife  domiciled  in  Texas  community 
income,  and  may  they  therefore  in  rendering  separate  income-tax  returns 
each  report  as  gross  income  one-half  of  the  total  earnings  of  the  husband 
and  wife? 

2.  Is  the  income   from  separate  property,  as  defined   in  article  4621, 
Vernon's  Sayles's  Statutes,  1918  edition,  community  income,  and  may  there- 
fore husband  and  wife  domiciled  in  Texas,  in  rendering  separate  income-tax 
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returns,  each  report  as  gross  income  one-half  of  the  total  income  from  all 
separate  property  owned  by  them? 

3.  Is  the  income  from  community  property,  as  denned  in  article  4622, 
Vernon's  Sayles's  Statutes,  1914  edition,  community  income,  and  may  there- 
fore husband  and  wife  domiciled  in  Texas,  in  rendering  separate  income- 
tax  returns,  each  report  as  gross  income  one-half  of  the  total  income  from 
community  property? 

I  have  the  honor  to  advise  you  as  follows : 

The  revenue  act  of  1918  levies  a  tax  on  the  net  income  of  every  individual 
(sees.  210  and  211).  Net  income  is  defined  as  gross  income  less  deductions 
allowed  (see  212).  Gross  income  is  defined  as  follows  (sec.  213)  : 

That  for  the  purposes  of  this  title  (except  as  otherwise  provided  in  sec. 
233)  the  term  "gross  income" — 

(a)  Includes  gains,  profits  and  income  derived  from  salaries,  wages, 
compensation  for  personal  service  (including  in  the  case  of  the  president 
of  the  United  States,  the  judges  of  the  supreme  and  inferior  courts  of  the 
United  States,  and  all  other  officers  and  employees,  whether  elected  or 
appointed,  of  the  United  States,  Alaska,  Hawaii,  or  any  political  sub- 
division thereof,  or  the  District  of  Columbia,  the  compensation  received  as 
such),  of  whatever  kind  and  in  whatever  form  paid,  or  from  professions, 
vocations,  trades,  businesses,  commerce,  or  sales,  or  dealings  in  property, 
whether  real  or  personal,  growing  out  of  the  ownership  or  use  of  or  interest 
in  such  property ;  also  from  interest,  rent,  dividends,  securities,  or  the  trans- 
action of  any  business  carried  on  for  gain  or  profit,  or  gains  or  profits,  and 
income  derived  from  any  source  whatever.  The  amount  of  all  such  items 
shall  be  included  in  the  gross  income  for  the  taxable  year  in  which  re- 
ceived by  the  taxpayer,  unless,  under  methods  of  accounting  permitted 
under  subdivision  (6)  of  section  212,  any  such  amounts  are  to  be  properly 
accounted  for  as  of  a  different  period. 

The  state  constitution  of  Texas  provides : 

ART.  VII,  sec.  19,  constitution  1845:  All  property,  both  real  and  per- 
sonal, of  the  wife,  owned  or  claimed  by  her  before  marriage,  and  that  ac- 
quired afterwards  by  gift,  devise,  or  descent,  shall  be  her  separate  property; 
and  laws  shall  be  passed  more  clearly  defining  the  rights  of  the  wife  in 
relation  as  well  as  to  her  separate  property  as  that  held  with  her  husband. 
Laws  shall  also  be  passed  providing  for  the  registration  of  the  wife's 
separate  property. 

The  statutes  of  the  state  of  Texas  determining  property  rights  of  hus- 
band and  wife  are  as  follows  (art.  4622,  Vernon's  Sayles's  Statutes,  1914 
edition)  : 

All  property  acquired  by  either  the  husband  or  wife  during  marriage, 
except  that  which  is  the  separate  property  of  either  one  or  the  other,  shall 
be  deemed  the  common  property  of  the  husband  and  wife,  and  during  cover- 
ture may  be  disposed  of  by  the  husband  only,  provided,  however,  the  per- 
sonal earnings  of  the  wife,  the  rents  from  the  wife's  real  estate,  the  interest 
on  bonds  and  notes  belonging  to  her,  and  dividends  on  stocks  owned  by  her 
shall  be  under  the  control,  management  and  disposition  of  the  wife  alone, 
subject  to  the  provisions  of  article  4621,  as  hereinabove  written;  and  further 
provided  that  any  funds  on  deposit  in  any  bank  or  banking  institution, 
whether  in  the  name  of  the  husband  or  the  wife,  shall  be  presumed  to  be  the 
separate  property  of  the  party  in  whose  name  they  stand,  regardless  of 
who  made  the  deposit,  and  unless  said  bank  or  banking  institution  is  noti- 
fied to  the  contrary,  it  shall  be  governed  accordingly  in  honoring  checks  and 
orders  against  such  account. 

Article  4621,  Vernon's  Sayles's  Statutes,  1918  edition : 

All  property,  both  real  and  personal,  of  the  husband  owned  or  claimed  by 
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him  before  marriage,  and  that  acquired  afterwards  by  gift,  devise  or 
descent,  as  also  the  increase  of  all  lands  thus  acquired,  and  the  rents  and 
revenues  derived  therefrom,  shall  be  his  separate  property.  The  separate 
property  of  the  husband  shall  not  be  subject  to  the  debts  contracted  by  the 
wife,  either  before  or  after  marriage,  except  for  necessaries  furnished 
herself  and  children  after  her  marriage  with  them.  All  property  of  the  wife, 
both  real  and  personal,  owned  or  claimed  by  her  before  marriage,  and  that 
acquired  afterwards  by  gift,  devise,  or  descent,  as  also  the  increase  of  all 
lands  thus  acquired,  and  the  rents  and  revenues  derived  therefrom,  shall  be 
the  separate  property  of  the  wife.  During  marriage  the  husband  shall  have 
the  sole  management,  control  and  disposition  of  his  separate  property,  both 
real  and  personal,  and  the  wife  shall  have  the  sole  management,  control  and 
disposition  of  her  separate  property,  both  real  and  personal ;  provided,  how- 
ever, the  joinder  of  the  husband  in  the  manner  now  provided  by  law  for 
conveyance  of  the  separate  real  estate  of  the  wife  shall  be  necessary  to  an 
encumbrance  or  conveyance  by  the  wife  of  her  lands,  and  the  joint  signature 
of  the  husband  and  wife  shall  be  nece3sary  to  a  transfer  of  stocks  and  bonds 
belonging  to  her,  or  of  which  she  may  be  given  control  by  this  act;  pro- 
vided also,  that  if  the  husband  shall  have  permanently  abandoned  his  wife, 
be  insane,  or  shall  refuse  to  join  in  such  encumbrance,  conveyance  or  trans- 
fer of  such  property,  the  wife  may  apply  to  the  district  court  of  the  county 
of  her  residence,  and  it  shall  be  the  duty  of  the  court,  in  term  time  or 
vacation,  upon  satisfactory  proof  that  such  encumbrance,  conveyance  or 
transfer  would  be  advantageous  to  the  interest  of  the  wife,  to  make  an 
order  granting  permission  to  make  such  encumbrance,  conveyance  or  trans- 
fer without  the  joinder  of  her  husband,  in  which  event  she  may  encumber, 
convey  or  transfer  said  property  without  such  joinder.  Neither  the  separate 
property  of  the  wife,  nor  the  rents  from  the  wife's  separate  real  estate, 
nor  the  interest  on  bonds  and  notes  belonging  to  her,  nor  dividends  on  stocks 
owned  by  her,  nor  her  personal  earnings,  shall  be  subject  to  the  payment 
of  debts  contracted  by  the  husband.  The  homestead,  whether  the  separate 
property  of  the  husband  or  wife,  or  the  community  property  of  both,  shall 
not  be  disposed  of  except  by  the  joint  conveyance  of  both  the  husband  and 
the  wife,  except  where  the  husband  has  permanently  abandoned  the  wife,  or 
is  insane,  in  which  instance  the  wife  may  sell  and  make  title  to  any  such 
homestead,  if  her  separate  property,  in  the  manner  herein  provided  for 
conveying  or  making  title  to  her  other  separate  estate. 

The  community  property  of  the  husband  and  wife  shall  not  be  liable  for 
debts  or  damages  resulting  from  contracts  of  the  wife,  except  for  neces- 
saries furnished  herself  and  children,  unless  the  husband  joins  in  the 
execution  of  the  contract.  Provided  that  her  rights  with  reference  to  the 
community  property  on  permanent  abandonment  by  the  husband  shall  not  be 
affected  by  the  preceding  sentence. 

Article  2469,  Vernon's  Sayles's  Statutes: 

Upon  the  dissolution  of  the  marriage  relation  by  death  all  property  be- 
longing to  the  community  estate  of  the  husband  and  wife  shall  go  to  the 
survivor,  if  there  be  no  child  or  children  of  the  deceased  or  their  descend- 
ants; but  if  there  be  a  child  or  children  of  the  deceased,  or  descendant  of 
such  child  or  children,  then  the  survivor  shall  be  entitled  to  one-half  of  said 
property,  and  the  other  half  shall  pass  to  such  child  or  children,  or  their 
descendants.  But  such  descendants  shall  inherit  only  such  portion  of  said 
property  as  the  parent  through  whom  they  inherit  would  be  entitled  to  if 
alive. 

The  community  property  system  prevails  in  Texas,  Arizona,  California, 
Washington,  Louisiana  and  New  Mexico.  It  seems  to  have  had  its  origin 
in  France  and  Spain,  and  to  have  been  brought  thence  into  our  judicial 
system. 

Community  property  laws  provide  generally  that  all  property  acquired 
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during  marriage,  by  the  industry  and  labor  of  either  husband  or  wife  or 
both,  together  with  the  produce  and  increase  thereof,  belongs  to  both  in  equal 
shares,  during  the  continuance  of  the  marital  relation.  It  has  its  foundation 
in  the  fact  or  the  legal  presumption  that  all  property  acquired  during  mar- 
riage, otherwise  than  by  gift,  devise,  or  descent,  is  acquired  by  the  joint 
efforts  of  husband  and  wife  (Nickerson  v.  Nickerson,  65  Tex.,  281,  284). 
Their  relation  partakes  of  the  nature  of  a  partnership,  in  which  each  partner 
may  have  separate  estates  or  property,  as  well  as  common  stock  of  acquisi- 
tions and  gains.  The  business  of  the  firm  generally  is  transacted  in  the  name 
of  the  husband,  and  he  prosecutes  and  defends  its  suits  with  the  same  effect 
as  if  his  partner  were  named  in  the  case  (Simpson  v.  Brotherton,  62  Tex., 
170),  and  although  community  property  has  not  all  the  incidents  of  partner- 
ship property  it  has  many  of  them,  and  is  commonly  spoken  of  as  part- 
nership property  (De  Blanc  v.  Lynch  &  Co.,  23  Tex.,  25;  Wilkinson  v. 
Wilkinson,  20  Tex.,  237).  In  the  conventional  partnerships  the  gains  of  the 
partners  are  in  proportion  to  their  respective  shares  of  stock  and  servicei, 
but  in  the  conjugal  partnerships  the  division  is  equal,  though  one  may  have 
brought  in  the  greater  part,  if  not  all  of  the  property  from  which  the  profits 
are  derived,  or  may  have  contributed  all  his  skill  and  services  unaided  by  the 
other  (Wheat  v.  Owens,  15  Tex.,  241;  Routh  v.  Routh,  57  Tex.,  589,  595). 
The  fact  that  one  or  the  other  of  the  spouses  may  do  all  the  work  does  not 
change  the  character  of  community  property  (Yates  v.  Houston,  3  Tex.,  452, 
454),  and  though  the  management  and  disposal  of  community  property 
during  marriage  are  usually  given  to  the  husband,  this  is  said  to  be  for 
reasons  of  public  policy  and  social  economy,  and  not  on  the  grounds  that 
the  husband  has  any  greater  interest  in  it  than  the  wife.  Section  4622, 
Vernon's  Sayles's  Statutes,  as  amended  in  1913,  and  as  set  forth  above, 
provides  that  the  personal  earnings  of  the  wife,  the  rents  from  her  estate, 
the  interest  on  bonds  and  notes  belonging  to  her,  and  dividends  owned  on 
stocks  owned  by  her  shall  be  under  the  control,  management  and  disposition 
of  the  wife  alone;  but  the  supreme  court  of  Texas  held  in  Tannehill  v. 
Tannehill  (171  S.  W.,  1050)  tharsuch  amendment  did  not  change  the  char- 
acter of  rents  from  the  wife's  separate  property,  so  as  to  make  them  her 
separate  property,  but  that  they  continued  to  belong  to  the  community  estate 
and  the  husband  was  owner  of  one-half  of  same.  (This  before  the  amend- 
ment of  sec.  4621  in  1917  made  the  rents  from  separate  lands  the  separate 
property  of  the  owner  of  the  land.) 

In  Tucker  v.  Carr  (39  Tex.,  98,  102)  the  court  said :  "It  is  well  settled 
that  all  property  acquired  during  the  marriage,  whether  by  the  labor  of  the 
husband  or  the  wife,  or  the  joint  labor  of  both,  whether  the  title  be  made  to 
the  husband  or  to  the  wife  or  to  both  jointly,  is  community  property."  Also 
see  Cooke  v.  Bremond  (27  Tex.,  457)- 

In  Holyoke  v.  Jackson  (3  Pac.,  841)  the  supreme  court  of  Washington, 
in  defining  community  property  rights  in  that  state,  held  that  the  community 
"is  like  a  partnership,  in  that  some  property  coming  from  or  through  one  or 
other  or  both  of  the  individuals,  forms  for  both  a  common  stock  which 
bears  the  losses  and  receives  the  profits  of  its  management  and  which  is 
liable  for  individual  debts ;  but  it  is  unlike  in  that  there  is  no  regard  paid  to 
proportionate  contribution,  service,  or  business  fidelity;  that  each  individual 
once  in  it  is  incapable  of  disposing  of  his  or  her  interest,  and  that  both  are 
powerless  to  escape  from  the  relationship,  to  vary  its  terms,  or  to  distribute 
its  assets  or  its  profits.  *  *  *  In  it  the  proprietary  interest  of  husband 
and  wife  are  equal,  and  those  interests  do  not  seem  to  be  united  merely,  but 
unified." 

There  are  numerous  decisions  holding  that  the  proportional  interests  ot 
husband  and  wife  in  community  property  are  equal  regardless  of  their  in- 
dividual contributions. 

In  Merrill  v.  Moore  (104  S.  W.,  514)  the  court  said:      This  community 
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of  interest  is  not  made  to  depend  upon  the  acquisition  of  the  property  during 
the  time  the  parties  actually  live  together,  nor  upon  the  fact  that  there  was 
an  equal  amount  of  labor  or  capital  contributed  by  the  husband  and  wife 
in  its  accumulation.  It  is  the  property  acquired  during  the  marriage  (with 
exceptions  stated)  that  'shall  be  deemed  the  common  property  of  husband 
and  wife,  and  the  right  to  an  equality  of  enjoyment  and  division  thereof, 
regardless  of  whether  the  one  or  the  other  has  contributed  little  or  nothing 
to  its  acquisition'  is  well  recognized."  Also  see  Edwards  v.  Brown  (68 
Tex.,  329)  ;  Sounders  v.  I  shell  (24  S.  W.,  307)  ;  Barry.  Simpson  (117  S.  W., 
1041);  Wright  v.  Hays  admr.  (10  Tex.,  130);  Zimpelman  v.  Robb  (53 
Tex.,  274).  That  one-half  of  the  common  estate  belongs  to  each  spouse  is 
recognized  in  T.  D.  2450,  which  determines  the  method  of  assessing  estate 
tax  upon  the  estate  of  a  decedent  spouse. 

The  decisions  in  the  various  states  seem  to  be  unanimous  on  the  proposi- 
tion that  the  earnings  of  both  husband  and  wife  during  the  marriage  belong 
to  the  community. 

In  Fennell  v.  Drinkhouse  (131  Calif.,  447),  it  was  held  that  money 
earned  by  the  wife  while  living  with  her  husband  was  community  property, 
the  court  saying:  "The  possession  of  community  property  by  the  wife  is 
the  possession  of  the  husband,"  and  in  Martin  if.  Southern  Pacific  Co.  (130 
Calif.,  285),  holding  that  moneys  received  as  damages  for  injury  to  the  wife 
are  community  property,  it  was  said. 

The  services  of  the  wife  are  a  part  of  the  earning  power  of  the  com- 
munity, and  the  earnings  received  for  her  services  constitute  community 
property  as  much  as  do  the  'earnings  received  for  the  services  of  the  hus- 
band. If  the  injury  had  been  received  by  the  husband,  it  would  not  be  con- 
tended that  he  could  not  recover  for  the  damage  sustained  by  the  loss  of 
his  earning  capacity.  In  either  case  the  earnings  would  be  community  prop- 
erty, and  any  act  by  which  either  husband  or  wife  is  deprived  of  the  capacity 
to  render  services  diminishes  the  capacity  to  accumulate  community  property. 
If  the  services  voluntarily  rendered  by  the  wife  obviate  the  necessity  of 
employing  other  assistance  the  amount  of  the  community  property  is  thereby 
enhanced  in  the  amount  that  would  be  required  for  such  assistance.  *  *  * 
See  also  Washburn  v.  Washburn  (9  Calif.,  475). 

Under  the  Louisiana  statutes  the  profits  of  the  industry  of  both  spouses 
and  the  fruits  of  their  separate  estates  fall  into  the  community.  Succession 
of  Webre  (49  La.,  149;  22  So.,  390);  Knight  v.  Kaufman  (105  La.,  35; 
29  So.,  711)  ;  Manning  v.  Burke  (107  La.,  456;  31  So.,  862).  The  decisions 
of  the  supreme  court  of  the  state  of  Washington  are  to  the  same  effect. 
Abbott  v.  Weatherby  (6  Wash.,  507;  33  Pac.,  1070);  Yake  v.  Pugh  (13 
Wash.,  78;  42  Pac.,  528)  ;  Sherlock  v.  Denny  (28  Wash.,  170;  68  Pac.,  452). 
There  are  numerous  decisions  by  the  supreme  court  of  Texas  holding  that  in 
Texas  the  earnings  of  the  husband  and  wife  are  community  property. 
Cline  v.  Hackbarth  (27  Tex.,  Civ.  App.,  391 ;  65  S.  W.,  1086)  ;  Johnson  v. 
Burford  (39  Tex.,  242)  ;  Pearce  v.  Jackson  (61  Tex.,  642)  ;  Cooke  v. 
Bremond  (27  Tex.,  457).  In  the  latter  case  the  court  said: 

Our  whole  system  of  marital  rights  is  based  upon  the  fact  that  acquisi- 
tions either  of  the  joint  or  separate  labor  or  industry  of  the  husband  or  wife 
become  common  property;  and  as  a  general  rule,  deducible  from  this  princi- 
ple, all  property  acquired  by  purchase  or  apparent  onerous  title,  whether  the 
conveyance  be  in  the  name  of  the  husband  or  of  the  wife,  or  in  the  names 
of  both,  is  prima  facie  presumed  to  belong  to  the  community. 

Under  the  laws  of  the  various  states  wherein  the  community  property 
system  obtains,  the  earnings  of  separate  property  of  the  spouses  with  such 
exceptions  as  are  specifically  provided  for  by  statute,  are  community  prop- 
erty. See  Barr  v.  Simpson  (117  S.  W.,  1040,  Tex.)  and  Hay  den  v.  McMillan 
(23  S.  W.,  430,  Tex.). 

The  latter  case  was  decided  when  article  2851,  revised  statutes  of  Texas, 
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provided  that  all  the  property  owned  by  the  wife  before  marriage  or  ac- 
quired afterwards  by  gift,  devise,  or  descent,  and  the  "increase  of  all  lands 
thus  acquired"  should  be  the  separate  property  of  the  wife.  And  the  court 
held  that  rents  accruing  on  the  separate  lands  of  the  wife  were  community 
property  and  subject  to  garnishment  for  community  debts.  This  case  also 
establishes  the  proposition  that  such  community  interest  attaches  the  moment 
the  property  comes  into  existence,  the  court  saying :  "The  moment  the  rents 
become  due  they  are  disconnected  from  the  land  and  become  personal  prop- 
erty, and,  being  acquired  by  the  joint  labors  of  the  married  couple  put  forth 
during  the  marital  relation,  they  must  necessarily  be  community." 

From  the  above  authorities  I  am  convinced  that  under  the  law  of  Texas 
the  earnings  of  the  husband  and  wife  belong  to  them  jointly  in  equal  shares; 
that  the  community  interest  attaches  as  soon  as  the  right  to  the  wages  comes 
into  existence ;  and  that  the  increase  and  revenues  from  the  separate  property 
of  each  spouse  except  the  increase,  rents  and  revenues  from  lands,  is  also 
community  property  in  which  the  interests  of  husband  and  wife  are  equal. 

These  propositions  being  established  it  follows  that  the  earnings  of  hus- 
band and  wife  and  the  revenues  from  their  separate  personal  property  are 
community  "income,"  under  the  provisions  of  the  act  of  February  24,  1919. 
Gross  income  under  the  terms  of  the  act  includes  "gains,  profits  and  income 
derived  from  salaries,  wages,  compensation  for  personal  services  of  whatever 
kind  and  in  whatever  form  paid,  or  from  professions,  vocations,  trades, 
businesses,  commerce,  or  sales,  or  dealings  in  property,  whether  real  or  per- 
sonal, growing  out  of  the  ownership  or  use  of  or  interest  in  such  property." 

The  law  of  Texas  presumes  that  the  earnings  of  the  husband  and  wife 
are  the  product  of  their  joint  labor  and  rests  the  ownership  of  same  in  the 
community ;  they  are  therefore  community  "income,"  to  wit,  "gains,  profits 
and  income"  of  the  community,  "derived  from  salaries,  wages,  compensation 
for  personal  services,"  *  *  *  professions,  vocations,  as  the  case  may  be. 

Under  the  statutes  of  Texas  heretofore  set  forth,  the  separate  property 
of  the  spouses  is  defined  as  that  "owned  or  claimed  by  him  (or  her)  before 
marriage,  and  that  acquired  afterwards  by  gift,  devise  or  descent,"  and  also 
"the  increase  of  all  lands  thus  acquired,  and  the  rents  and  revenues  derived 
therefrom."  It  is  to  be  noted  that  the  increase  of  separate  personal  property 
and  the  revenues  derived  therefrom  are  not  the  separate  property  of  the  owner 
of  the  personalty,  but  are  community  property.  Carr  y.  Tucker  (42  Tex., 
330);  Epperson  v.  Jones  (65  Tex.,  425);  Barr  v.  Simpson  (117  S.  W., 
1041).  They  are  therefore  "income"  to  the  community,  to  wit,  "gains, 
profits  and  income  *  *  *  from  businesses,  commerce,  or  sales  or  dealings 
in  property  *  *  *  growing  out  of  the  ownership  or  use  of  or  interest  in 
such  property." 

Since  one-half  of  all  community  property  vests  in  each  spouse,  it  follows 
that  one-half  of  the  increase  and  revenues  from  separate  property  of  the 
spouses,  except  increase  and  rents  and  revenues  from  lands,  is  income  to  each 
of  said  spouses.  . 

Community  property  under  the  laws  of  Texas  belongs  jointly  to  husband 
and  wife;  it  follows  that  the  income  therefrom  accrues  to  husband  and  wife 
in  equal  shares.  I  therefore  conclude : 

1.  That  the  earnings  of  husband  and  wife  domiciled  in  Texas  are  com- 
munity income,  and  such  husband  and  wife  in  rendering  separate  income- 
tax  returns  may  each  report  as  gross  income  one-half  the  total  earnings  of 
the  husband  and  wife. 

2.  That  the  income  from  separate  property,  except  the  increase,  rents 
and  revenues  from  lands,  is  community  income,  and  that  therefore  husband 
and  wife  domiciled  in  Texas  in  rendering  separate  income-tax  returns  may 
each  report  as  gross  income  one-half  the  total  income  from  separate  prop- 
erty, except  the  increase,  rents  and  revenues  from  knd  held  separately. 

3.  That  the  income  from  community  property  as  defined  in  article  4622, 
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Vernon's  Sayles's  Statutes,  quoted  above,  is  community  income,  and  that 
therefore  husband  and  wife  domiciled  in  Texas  in  rendering  separate  income- 
tax  returns  may  each  report  35  gross  income  one-half  the  total  income  from 
such  community  property. 

Respectfully, 

A.  MITCHELL  PALMER, 

Hon.  DAVID  F.  HOUSTON,  Attorney  General 

Secretary  of  the  Treasury. 

Office  Decision  'No.  610 
Section  201,  article   1541 :   dividends 

The  M  company  operated  at  a  profit  during  the  years  1913,  1917  and  1919, 
but  sustained  losses  during  the  years  1914,  1915,  1916  and  1918,  so  that  for 
the  entire  period  of  1913  to  1919,  inclusive,  its  books  showed  a  net  operating 
deficit. 

Having  on  hand  a  large  surplus,  accumulated  prior  to  1913,  the  company 
declared  a  dividend  in  1920,  payable  out  of  such  surplus,  and  it  is  contended 
that  this  dividend  is  exempt  from  tax,  since  the  books  of  the  company  show 
a  net  operating  deficit  for  the  period  subsequent  to  1913,  and  notwithstanding 
the  fact  that  a  profit  was  realized  during  each  of  the  years  1913,  1917  and 
1919- 

While  not  specifically  so  stated  it  is  assumed  that  the  dividend  was  paid 
in  cash.  In  accordance  with  paragraph  (b)  of  section  201  of  the  revenue 
act  of  1918,  it  will,  therefore,  be  deemed  to  have  been  paid  out  of  earnings 
accumulated  since  February  28,  1913,  in  so  far  as  such  earnings  were  suf- 
ficient for  its  payment.  The  distribution  will  not  be  subject  to  tax  in  the 
hands  of  the  stockholders  to  the  extent  that  it  was  made  from  earnings  or 
profits  accumulated  prior  to  March  i,  1913.  The  operating  losses  of  the 
company  sustained  in  1914,  1915,  1916  and  1918  are  not  to  be  charged  against 
the  earnings  or  profits  of  any  particular  year,  and  the  fact  that  there  were 
such  losses  does  not  prevent  or  alter  the  application  of  the  rule  that  the 
dividend  will  be  deemed  to  have  been  paid  from  earnings  accumulated  since 
February  28,  1913,  as  provided  in  section  201  of  the  act.  Accordingly  the 
dividend  is  taxable  to  the  recipient  stockholders  at  the  rates  applicable  for 
1920,  the  year  in  which  paid,  to  the  extent  that  it  represents  a  distribution 
of  the  current  undivided  earnings  accumulated  since  February  28,  1913. 

Assistant  Reviewer's  Memo.  No.  82 
Section  201,  article  1541 :  dividends 

The  committee  is  in  receipt  of  a  request  for  advice  as  to  the  correctness 
of  the  ruling  published  as  office  decision  610,  bulletin  31-20-1098,  relative 
to  the  taxability  of  the  earnings  of  a  corporation  which  in  some  years  sub- 
sequent to  1913  has  had  large  losses  and  in  another  year  large  profits. 

In  the  judgment  of  the  committee  and  upon  the  facts  in  the  instant  case 
on  which  office  decision  610  was  based  the  correctness  of  the  ruling  depends 
upon  the  meaning  to  be  attached  to  the  words  "accumulated  since  February 
28,  1913."  The  word  ."accumulated"  as  used  in  this  sense  means,  in  the 
judgment  of  the  committee,  profits  which  have  been  earned  and  not  dissi- 
pated by  subsequent  losses.  While  it  is  recognized  that  assets  cannot  be 
earmarked  as  representing  earnings  of  any  particular  year,  it  is  a  fair 
assumption  that  the  earliest  surplus  of  a  corporation  is  likely  to  be  repre- 
sented in  its  balance  sheet  by  fixed  assets,  while  the  later  earnings  are  more 
apt  to  be  represented  by  liquid  assets.  Consequently,  any  losses  sustained 
in  a  given  year  will  be  met  out  of  the  most  recent  earnings  embraced  in  its 
surplus.  It  follows  that  profits  of  any  year  cannot  be  diminished  by  prior 
losses,  but  it  is  fair  to  assume  that  such  earnings,  to  the  extent  necessary,  will 
go  to  satisfy  subsequent  losses. 

To  illustrate  what  is  meant,  let  us  take  a  supposititious  case:     A  cor- 
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poration  had  on  March  i,  1913,  a  surplus  of  $100,000;  during  the  remainder 
of  1913  it  earned  $10,000;  from  January  i,  1914,  to  December  31,  1916,  it 
lost  $25,000;  during  1917  it  earned  $15,000;  during  1918  it  lost  $10,000; 
during  1919  it  earned  $5,000,  and  in  1920  declared  a  dividend  of  $25,000,  its 
earnings  for  the  current  year  up  to  the  date  of  the  dividend  being  $15,000. 
Tabulated  with  the  fluctuations  of  surplus  involved,  this  would  show  as 
follows  : 

Earnings.  Losses.  Surplui 

Mar.  1  to  Dec.  31/18.  .  $10,000  g£   \{}\ 

Jan.  1/14  to  Dec.  31/16.  $25,000     Dec.    81/16.       85.000 

Jan.  1  to  Dec.  31/17..     15,000  Dec.    81/17.     100,000 

Jan.    1    to   Dec.    81/18..      10,000     Dec.    81/18.       90,000 

an.  1  to  Dec.  81/19..       6,000  Dec.    81/19.       95,000 

an.    1/20    to    date    of 
dividend  ...........     15,000 

Dividend,   1920    ........   $25,000 

The  most  recent  loss  shown  is  that  of  1918.  This,  of  course,  was  met 
out  of  earlier  earnings,  and  the  corporation  must  have  on  hand  at  the 
present  time  the  $5,000  earned  in  1919  as  well  as  the  $15,000  earned  in  the 
current  year.  Of  the  $15,000  earned  in  1917,  $10,000  was  lost  in  1918, 
leaving  it  with  $5,000  earnings  of  1917  still  on  hand.  The  $15,000  of  1920 
earnings,  together  with  the  $5,000  of  1919  earnings  and  the  $5,000  remaining 
of  1917  earnings  covers  the  dividend  of  $25,000,  showing  that  all  of  the 
dividend  was  paid  out  of  earnings  accumulated  since  March  i,  1913,  notwith- 
standing the  fact  that  the  company's  surplus  on  December  31,  1919,  was 
$5,000  less  than  it  was  on  March  i,  1913.  From  this  it  might  be  argued  that 
necessarily,  since  its  surplus  on  December  31,  1919,  was  less  than  that  of 
March  i,  1913,  any  distribution  in  excess  of  the  earnings  of  1920  must  have 
come  out  of  the  March  I  surplus.  This,  however,  is  a  fallacy,  since  there 
is  no  obligation  to  recognize  for  tax  purposes  the  surplus  of  March  i,  1913, 
as  capital  which  must  be  made  good  before  there  can  be  any  distribution 
of  profits. 

Upon  the  figures  given  in  the  letter,  which  was  the  basis  of  office  decision 
610,  the  only  profits  earned  since  February  28,  1913,  which  had  not  been 
dissipated  by  subsequent  losses,  were  the  amounts  earned  in  1919  plus  any 
earnings  of  1920  up  to  the  date  of  the  dividend.  These  amounts  are  the  only 
amounts  which  if  distributed  would  be  subject  to  tax. 

Assistant  Reviewer's  Report  No.  269 

Section  214(3)  4,  5,  6,  article  141  :  losses.    (Also  section  2i4(a)  i, 
article   in) 

A  loss  incurred  by  a  corporation  through  the  embezzlement  of  securities 
held  in  bailment  by  it  is  an  allowable  deduction  from  gross  income  of  the 
year  in  which  demand  was  made  by  the  bailors  for  the  return  of  the 
securities  and  the  replacement  made  by  the  company. 

The  committee  has  had  under  consideration  the  appeal  of  the  M  company 
from  a  ruling  of  the  income-tax  unit  disallowing  a  deduction  from  gross 
income  for  the  year  1917,  on  account  of  loss  accruing  out  of  an  embezzle- 
ment occuring  over  a  period  of  years  from  1908  to  1916. 

In  view  of  the  circumstances  of  this  case  the  committee  was  in  doubt 
as  to  whether  law  opinion  845  (ruling  6-19-279;  p.  118,  cumulative  bulletin, 
December,  1919),  is  applicable,  and  requested  the  opinion  of  the  solicitor 
upon  the  various  legal  questions  involved.  It  is  now  in  receipt  of  a  memo- 
randum from  him  as  follows  : 

Opinion  has  been  requested  as  to  the  deducibility  of  amounts  paid  out 
in  1917  to  cover  the  embezzlement  in  prior  years  of  securities  held  by  a 
company  in  bailment. 

Section  12  (a)  of  the  revenue  act  of  1916,  as  amended  by  the  revenue 
act  of  1917,  provides  : 
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In  the  case  of  a  corporation,  joint  stock  company  or  association    or 

lnsSrUpr?rCeHCTPa7,°rganiZe,d  in  the  United  States'  such  net  inc°™  '"a"  £ 
ascertained  by  deducting  from  the  gross  amount  of  its  income  received 
within  the  year  from  all  sources.  *  *  * 

First.  All  the  ordinary  and  necessary  expenses  paid  within  the  year  in 
the  maintenance  and  operation -of  its  business  and  properties.  *  *  * 

Second.  All  losses  actually  sustained  and  charged  off  within  the  year 
and  not  compensated  by  insurance  or  otherwise.  It  appears  that  the  company 
held  certain  securities  owned  by  four  of  its  clients  for  the  purpose  of  col- 
lecting income  and  remitting  the  same  from  time  to  time  to  the  owners  of 
the  securities,  such  securities  to  be  returned  to  the  owners  upon  demand. 
During  the  years  from  1908  to  1916,  inclusive,  an  officer  of  the  company, 
by  means  of  forged  receipts,  appropriated  these  securities  to  his  own  use. 
This  misappropriation  of  the  securities  was  not  discovered  until  1917, 
whereupon  the  company,  at  the  demand  of  the  clients  for  delivery  of  their 
securities,  replaced  the  securities  at  a  total  of  Sx  dollars.  The  company 
claims  a  deduction,  in  computing  the  net  income  for  1917,  to  the  amount  of 
6*  dollars,  representing  the  difference  between  the  cost  of  the  replaced 
securities  and  the  claims  against  insurance  companies  and  unliquidated 
assets  of  the  embezzler. 

By  law  opinion  845  it  was  held  that  a  loss  incurred  by  a  corporation 
through  the  embezzlement  of  its  fund.s  is  an  allowable  deduction  from  gross 
income  for  the  year  in  which  the  embezzlement  occurred,  on  the  ground 
that  the  loss  is  sustained  when  the  embezzlement  occurs,  and  that  the  time 
of  the  discovery  of  the  loss  bears  no  relation  to  the  date  it  was  sustained. 
In  the  instant  case,  however,  the  embezzled  securities  were  not  the  property 
of  the  corporation,  but  were  held  by  it  in  bailment,  to  be  returned  to  the 
owners  upon  demand.  At  the  time  of  the  embezzlement  the  amount  of  the 
loss  to  the  company  could  not  be  determined,  for  it  was  controlled  by  the 
replacement  cost  of  the  securities  at  the  date  of  demand  by  the  owners. 
The  claims  against  the  company  might  have  been  waived  by  the  clients,  and 
in  that  case  the  company  would  have  sustained  no  loss.  Furthermore,  the 
liability  of  the  company  to  the  clients  on  account  of  the  loss  of  the  prop- 
erty held  in  bailment  was  not  certain  and  might  have  been  contested,  the 
company  contending  that  in  a  bailment  for  mutual  benefit  it  is  held  to  the 
exercise  of  ordinary  care  in  relation  to  the  subject  matter  thereof  and  is 
responsible  only  for  ordinary  negligence.  New  York  Cent.  R.  Co.  v.  Lock- 
wood,  17  Wall.  357;  Bleakley  v.  New  York,  39  Fed.  807;  Fairmount  Coat 
Co.  v.  Jones,  etc.,  Co.,  134  Fed.  711;  Smith  v.  British  Steamship  Co.,  123 
Fed.  76. 

The  amount  expended  by  the  M  company  was  in  fact  a  payment  in 
settlement  of  a  legal  liability.  The  right  of  action  of  the  clients  accrued 
when  the  demand  was  made  for  the  return  of  the  securities,  and  the  liability 
of  the  company  was  incurred  on  that  date.  Stevens  v.  Stevens,  132  Mo.  A. 
624 ;  Walker  v.  Bement,  94  N.  E.  339 ;  Woods  v.  Latta,  3  Mont.  9 ;  Brown  v. 
Cook,  9  John  361.  In  Walker  v.  Bement,  supra,  the  court,  speaking  of  the 
liability  of  a  bailee,  said: 

A  loan  of  corporate  stock  to  be  returned  on  demand  only  obligates  the 
borrower  to  return  it  on  demand,  and  the  right  of  the  lender  to  money  for 
the  stock  does  not  arise  until  failure  to  return  on  demand,  and  the  right  to 
the  money  arises  out  of  the  breach  of  the  obligation  to  return  on  demand. 

In  view  of  this  opinion,  in  which  the  committee  concurs,  it  is  held  that 
the  loss  incurred  by  the  M  company  through  the  embezzlement  of  securities 
held  in  bailment  by  the  company  is  an  allowable  deduction  from  gross 
income  in  1917,  the  year  in  which  demand  was  made  by  the  bailors  for  the 
return  of  the  securities,  and  the  replacement  made  by  the  company. 
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Legal  Opinion  No.  1035  (Rev.) 
Section  214(3)  4,  5,  6,  article  144:  shrinkage  in  securities  and  stocks.    (Also 

section  233,  article  542.)     (Also  section  234,  article  564) 

Income  tax— Act  of  October  3,  1913,  section  G(b).    Revenue  act  of  1016, 

section   12 (a)    second,   section   12 (a)   third 

(1)  Where  a  new  corporation   is   organized   having  the  same  stock- 
holders with  the  same  stockholdings  as  the  old  corporation,  to  which  the  old 
corporation  transfers  a  large  amount  of  stocks  and  bonds  at  a  loss,  less  than 
i%  of  the  purchase  price  being  paid  in  cash  and  the  balance  being  paid  for 
notes  secured  by  the  stocks  and  bonds  sold,  possession  of  which  was  retained 
by  the  old  corporation  with  power  of  sale  in  case  of  default,  the  new  cor- 
poration having  no  other  assets,  the  whole  transaction  will  be  regarded  as  a 
sham  and  a  subterfuge  to  evade  taxation  and  the  loss  will  be  denied.    Article 
148,  regulations  33,  revised;  article  144,  regulations  45;  article  77,  regula- 
tions 41. 

(2)  A  corporation  derives  no  gain  from  a  sale  of  its  own  stock  pre- 
viously purchased  by  it.    Article  542,  regulations  45.    But  interest  actually 
paid  in  cash  or  its  equivalent  by  stockholders  on  sales  of  stock  on  credit 
to  them  is  taxable  income  to  the  corporation. 

(3)  A    manufacturer    and    dealer    in    merchandise    which    also    deals 
largely  in  securities  is  entitled  to  deduct  in  full  interest  on  indebtedness 
secured  by  such  securities  under  section  G(b)   of  act  of  October  3,  1913. 
Such  taxpayer  is  not  entitled  to  deduct  such  interest  in  full  under  section 
12  (a)  third  of  the  revenue  act  of  1916,  since  it  is  not  "a  dealer  only"  in  such 
securities.    Law  opinion  621. 

On  examination  of  the  income  and  excess  profits  tax  returns  of  the  M 
company  for  the  years  1912  to  1917,  inclusive,  several  questions  have  been 
submitted  for  ruling.  They  will  be  treated  separately. 

(i)  The  deduction  of  a  loss  of  475.*-  dollars  on  securities  sold  to  N 
company. 

The  M  company,  engaged  in  an  industrial  business,  owned  certain  stocks 
and  bonds  which  it  carried  as  liquid  reserves  available  for  opportune  pur- 
chases of  material.  Most  of  these  securities  were  listed  on  the  New  York 
stock  exchange.  They  had  cost  (or  were  worth  on  March  I,  1913)  1,764* 
dollars ;  and  the  aggregate  market  value  in  November,  1917,  was  about 
475^  dollars  less  than  this  cost. 

The  stockholders  of  the  M  company  established  a  new  corporation, 
hereinafter  called  the  N  company,  having  the  same  stockholders  with  the 
same  proportionate  stock  holdings  as  the  M  company.  The  N  company  then 
bought  the  stocks  and  bonds  above  mentioned  from  the  M  company  at  market 
prices.  It  paid  the  M  company  I2.r  dollars  cash  received  from  the  sale  of 
its  capital  stock,  and  gave  for  the  balance  of  the  purchase  price  its  demand 
notes  bearing  6  per  cent  interest  with  these  same  securities  as  collateral. 
It  had  no  other  assets. 

The  apparent  effect  of  this  transaction  is  to  entitle  the  M  company  to  a 
deduction  of  475*  dollars  as  a  loss  and  to  substitute  admissible  assets  in 
place  of  inadmissible  assets  in  the  computation  of  invested  capital. 

Section  12 (a)  second,  of  the  revenue  act  of  1916,  permits  a  corporation 
to  deduct  from  gross  income  "all  losses  actually  sustained  and  charged  off 
within  the  year  and  not  compensated  by  insurance  or  otherwise."  Regula- 
tions 33,  revised,  requires  that  losses  must  be  "evidenced  by  closed  and 
completed  transactions." 

ART.  148.  Shrinkage  in  securities. — A  corporation  possessing  securities 
such  as  stocks  and  bonds  cannot  allowably  deduct  from  gross  income  any 
amount  claimed  as  a  loss  on  account  of  the  shrinkage  in  value  of  such 
securities  through  fluctuations  of  the  market  or  otherwise ;  the  only  loss  to 
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be  allowed  in  such  cases  is  that  actually  suffered  when  the  securities  mature 
or  are  disposed  of. 

Substantially  the  same  rule  is  repeated  in  article  144  of  regulations  45. 

In  the  present  transaction  the  identity  of  stock  ownership  of  the  two 
corporations  has  an  important  bearing  on  the  questions  of  deductible  loss. 
It  is  clear  that  under  article  77  of  regulations  41  these  corporations  would 
be  deemed  affiliated  and  required  to  file  a  consolidated  return  for  excess 
profits  tax  purposes.  In  such  case  the  intercorporate  transactions  would  be 
eliminated  and  no  loss  could  be  claimed,  and  there  would  be  no  change  in 
invested  capital  because  of  this  transaction.  But  even  as  to  income  tax  it 
is  clear  that  because  of  the  identity  of  ownership  of  the  stock  the  M  com- 
pany continued  to  be  in  practical  control  of  the  N  company,  and  therefore 
in  control  of  _the  securities  themselves,  so  long  as  they  remained  in  the 
hands  of  the  N  company.  This  form  of  disposition  by  the  M  company  could 
have  had  no  other  purpose  than  to  postpone  the  realization  of  gain  or  loss 
on  these  securities;  otherwise  the  M  company  would  simply  have  sold  them 
on  the  stock  exchange. 

The  retention  of  control,  moreover,  not  only  postponed  liquidation  but 
preserved  the  power  of  the  M  company  to  undo  the  entire  transaction  and 
revest  itself  with  the  securities  without  violating  anybody's  substantial 
rights  or  interests.  This  power  was  made  more  effective  by  the  retention 
of  the  custody  of  the  securities  as  cojlateral  to  the  notes  with  power  to 
sell  in  case  of  default. 

Besides  retaining  the  practical  control  of  the  securities  the  M  company 
continued  to  carry  the  risk  of  their  depreciation  or  loss ;  for  although 
it  had  the  absolute  obligation  of  the  N  company  in  the  form  of  the  latter's 
notes,  the  only  assets  behind  the  notes  were  these  securities.  The  fact  that 
the  risk  was  theoretically  lessened  by  the  payment  of  izx  dollars  cash  is 
not  very  material,  since  that  payment,  received  indirectly  from  the  com- 
pany's own  stockholders,  was  less  than  i%  of  the  value  of  the  securities. 

As  a  result  of  the  transaction,  founded  upon  joint  proportional  owner- 
ship of  the  stock  of  both  companies,  the  M  company  retained  substantially, 
and  it  was  the  whole  purpose  of  the  plan  that  it  should  retain  any  advantage 
from  a  rise  in  value  of  these  securities ;  and  for  the  same  reason  it  retained 
the  risk  of  loss.  It  is,  therefore,  clear  that  disregarding  form  and  looking 
at  substance  the  realization  of  this  loss  has  been  postponed,  and  the  trans- 
action is  not  a  closed  and  completed  one.  The  whole  procedure  is  obviously 
a  sham  and  device  to  evade  taxation. 

In  such  cases  the  taxing  authorities  are  not  bound  to  recognize  the  forms 
adopted  by  the  taxpayer  to  evade  the  imposition  of  taxes  where  such  forms 
do  not  reflect  an  actual  change  in  substance.  (H.  M.  Louden  Sons  Lumber 
Company  v.  Elmer  Toivnship  (Mich.,  1900),  8r  N.  W.  965;  Montgom- 
ery v.  Marshall  County  (Iowa,  1911),  129  N.  W.  329;  Sisler  v.  Foster 
(Ohio,  1905),  74  N.  E.  639;  Shotwell  v.  Moore  (1888),  129  U.  S. 
590).  The  situation  in  this  case  does  not  indicate  a  bona  fide  change  in 
legal  relations  made  by  the  taxpayer  to  reduce  taxes,  but  is  mere  sham  and 
subterfuge  which  accomplishes  no  actual  or  substantial  change  in  conditions 
and  leaves  realization  of  gain  or  loss  for  future  determination.  The  loss 
apparently  realized  here  is  a  mere  bookkeeping  transaction  and  not  the  result 
of  a  bona  fide  sale  or  other  disposition  of  the  securities  in  question.  The 
claim  of  the  M  company  for  the  deduction  of  the  loss  of  475.*  dollars  must, 
therefore,  be  denied. 

(2)  The  question  of  profits  on  the  sale  of  stock  to  various  employees. 
The  revenue  agent  included  4*  dollars  in  gross  income  for  1912  and 
47*  dollars  in  gross  income  for  1917  on  account  of  profits  from  the  sale 
of  treasury  stock  previously  acquired  by  the  company  by  purchase  and 
resold  to  employees  at  an  advanced  price.  The  taxpayer  claims  that  these 
so-called  sales  were  in  fact  merely  options,  and  that  for  that  reason  it 
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should  not  be  required  to  account  for  any  gain.  The  nature  of  the  agree- 
ment, however,  becomes  immaterial  in  view  of  article  542  of  regulations  45 
promulgated  since  the  revenue  agent's  report.  That  article  provides  in  part : 

If,  for  the  purpose  of  enabling  a  corporation  to  secure  working  capital 
or  for  any  other  purpose,  the  stockholders  donate  or  return  to  the  corpora- 
tion to  be  resold  by  it  certain  shares  of  stock  of  the  company  previously 
issued  to  them,  or  if  the  corporation  purchased  any  of  its  stock  and  holds 
it  as  treasury  stock,  the  sale  of  such  stock  will  be  considered  a  capital  trans- 
action, and  the  proceeds  of  such  sale  will  be  treated  as  capital,  and  will  not 
constitute  income  to  the  corporation. 

This  principle  applies  with  equal  force  to  the  revenue  act  of  1916  as 
amended  and  to  the  corporation  tax  act  of  1909.  No  amount,  therefore 
should  be  included  in  gross  income  for  1912  or  1917  as  profit  from  the  sale 
of  treasury  stock. 

(3)  From  further  facts  submitted  by  the  taxpayer  since  the  rendering 
of  law  opinion  1035,  it  appears  that  stock  was  sold  by  the  M  company  to  three 
of  its  stockholders  at  various  times  as  follows : 

In  1909  the  corporation  entered  into  an  agreement  with  B,  one  of  its 
employees,  with  respect  to  the  sale  of  ten  shares  of  its  stock  which  pre- 
viously had  been  issued  for  cash  at  par,  and  had  then  been  donated  back 
to  the  company  by  its  stockholders  for  sale  or  other  disposition  for  its 
benefit.  By  this  agreement  of  sale  the  company  agreed  to  issue  to  B  ten 
shares  of  its  capital  stock  for  which  he  agreed  to  pay  in  cash  in  1914,  50* 
dollars,  and  6%  per  annum  thereon  from  the  date  of  the  issuance  of  the  stock 
to  date  of  such  payment,  with  the  proviso,  however,  that  in  the  event  that  in 
1914  B  desired  to  surrender  his  rights  to  the  stock  he  might  do  so,  and  there- 
upon be  repaid  any  amounts  paid  on  account,  and  be  released  from  any 
further  liability  to  the  company  on  account  of  the  purchase  price.  The 
ten  shares  of  stock  were  issued  as  provided  in  the  agreement,  and  were  held 
by  the  company  as  security.  In  1914,  B  having  made  no  payment  whatever 
under  the  terms  of  the  agreement,  entered  into  a  new  agreement  canceling 
the  old  agreement.  By  the  terms  of  this  new  agreement  B  agreed  to  pur- 
chase the  ten  shares  of  stock  in  question  and  to  pay  therefor  in  1919  the 
amount  of  6$x  dollars.  The  difference  between  the  original  price  and  the 
new  price,  viz.:  15*  dollars,  is,  of  course,  6%  interest  on  50*  dollars  for 
five  years. 

A  similar  contract  of  sale  was  entered  into  by  C,  another  stockholder. 
In  this  case,  however,  C  having  made  no  payment  whatever  under  his 
original  agreement,  the  new  agreement  was  not  executed  until  1915,  ap- 
proximately one  year  after  the  maturity  of  the  old  agreement.  By  the  terms 
of  the  new  agreement  C,  as  in  the  case  of  B,  agreed  to  pay  6$x  dollars  for 
ten  shares  of  stock  which  he  had  previously  agreed  to  purchase  for  50* 
dollars. 

Upon  reconsideration  it  is  held  that  the  corporation  received  no  income 
in  1914  or  1915  with  respect  to  the  above  two  items  of  so-called  interest. 
An  examination  of  the  original  agreements  of  sale,  which  are  not  set  forth 
in  detail  herein,  shows  that  the  obligation  on  the  part  of  the  stockholders 
was  to  pay  the  6%  interest  not  annually,  semi-annually  or  at  any  specified 
time  during  the  life  of  the  contract,  but  at  the  expiration  thereof,  i.  e., 
as  part  of  the  purchase  price  of  such  stock.  There  is  no  indication  that  the 
parties  intended  that  the  corporation  would  be  able  to  insist  upon  payment 
of  the  interest  at  any  time  prior  to  the  expiration  of  the  time  fixed  by  the 
agreements.  The  new  agreements  in  each  case  canceled  and  annulled  the 
old  one,  the  corporation  specifically  relinquishing  any  claim  that  it  may  have 
had.  It  must  be  concluded,  therefore,  that  the  corporation  did  not  in  1914 
or  1915,  at  the  time  the  new  agreements  were  made,  receive  payment  of  the 
interest  in  cash  or  its  equivalent  The  new  contracts  themselves  cannot  be 
considered  the  equivalent  of  cash,  for  they  provide  that  if  the  purchase  price 
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is  not  paid  at  the  new  due  dates,  the  certificates  of  stock  shall  be  surrendered 
to  the  company  and  canceled,  and  the  company  shall  repay  to  the  stock- 
holders any  amounts  which  they  have  paid  on  account 

In  the  case  of  the  sale  of  stock  by  the  corporation  to  A,  another  stock- 
holder, the  facts  were  somewhat  different.  In  that  case  a  similar  contract 
of  purchase  was  entered  into  in  1912,  maturing  in  1917.  But  A,  instead  of 
entering  into  a  new  agreement  at  the  expiration  of  the  old  one,  exercised 
his  right  to  purchase  the  stock  by  executing  and  delivering  to  the  company 
his  collateral  promissory  note  for  6$x  dollars,  the  stipulated  purchase  price 
50*-  dollars,  plus  6%  interest  thereon  for  five  years,  amounting  to  i$x 
dollars.  The  time  of  payment  of  this  note  does  not  appear,  but  so  far  as 
the  evidence  submitted  is  concerned,  there  is  nothing  to  show  that  the  note 
was  not  good  and  collectible.  In  this  case  the  corporation  received  cash 
or  its  equivalent,  and  the  note  should  be  taken  at  its  fair  discount  value 
when  received  by  the  corporation.  So  much  of  that  fair  discount  value  as 
represents  the  154:  dollars  interest  should  have  been  included  in  the  gross 
income  of  the  corporation  for  the  year  1917. 

(4)  The  revenue  agent  disallowed  certain  deductions  of  interest  for 
1913,  1914,  1915  and  1916. 

In  each  of  these  years  the  agent  permitted  the  deduction  of  the  full 
amount  of  interest  deductible  according  to  the  terms  of  the  statute  then 
in  force,  unless  a  further  allowance  is  permitted  under  the  provisos  quoted 
below.  Section  G(b)  of  the  act  of  October  3,  1913,  reads  in  part: 
,  Provided,  that  in  case  of  indebtedness  wholly  secured  by  collateral  the 
subject  of  sale  in  ordinary  business  of  such  corporation,  joint  stock  company, 
or  association,  the  total  interest  secured  and  paid  by  such  company,  cor- 
poration, or  association  within  the  year  on  any  such  indebtedness  may  be 
deducted  as  a  part  of  its  expenses  of  doing  business. 

Section  I2(a)  third,  of  the  revenue  act  of  1916,  reads  in  part: 

Provided  further,  that  in  the  case  of  indebtedness  wholly  secured  by 
property  collateral,  tangible  or  intangible,  the  subject  of  sale  or  hypotheca- 
tion in  the  ordinary  business  of  such  corporation,  joint  stock  company,  or 
association  as  a  dealer  only  in  the  property  constituting  such  collateral  or 
in  loaning  the  funds  thereby  procured  the  total  interest  paid  by  such  cor- 
poration, company,  or  association  within  the  year  on  any  such  indebtedness 
may  be  deducted  as  a  part  of  its  expenses  of  doing  business,  but  interest  on 
such  indebtedness  shall  only  be  deductible  on  an  amount  of  such  indebted- 
ness not  in  excess  of  the  actual  value  of  such  property  collateral. 

This  company  was  originally  organized  to  buy,  sell  and  manufacture 
certain  commodities,  but  in  1909  it  greatly  enlarged  its  powers  so  that  it 
was  expressly  authorized  to  purchase,  hold  and  dispose  of  stocks,  bonds 
and  other  securities,  and  to  borrow  money  on  notes,  bonds  or  other  deben- 
tures. The  company  contends  that  the  items  of  interest  disallowed  are 
paid  on  indebtedness  of  the  company  wholly  secured  by  collateral  consisting 
of  miscellaneous  stocks  and  bonds  of  other  corporations,  and  in  part  by 
warehouse  receipts  for  merchandise  dealt  in  by  the  company.  The  revenue 
agent's  report  supports  this  statement  of  the  taxpayer.  It  is  said  on  page  4: 

The  company  uses  its  stocks  and  bonds  held  in  other  companies  as 
collateral. 

The  company's  returns  from  1912  to  1917  disclose  that  large  amounts 
were  received  as  dividends,  and  that  from  year  to  year  such  amounts 
fluctuated  greatly,  indicating  in  a  general  way  considerable  dealing  in  stocks. 
It  would  appear,  therefore,  that  stocks  and  bonds  are  the  subject  of  sale 
in  the  ordinary  business  of  the  corporation.  This  is,  of  course,  true  of  the 
merchandise  which  in  some  cases  furnished  the  security.  It,  therefore,  seems 
clear  that  this  is  indebtedness  wholly  secured  by  collateral  the  subject  of 
sale  in  the  ordinary  business  of  the  corporation,  and  that  interest  paid 

378 


Income-tax   Department 

thereon  is,  therefore,  deductible  in  full  under  the  provisions  of  the  act  of 
October  3,  1913.  This  settles  the  question  of  interest  for  the  years  1013 
1914  and  1915  m  taxpayer's  favor. 

The  provisions  of  the  revenue  act  of  1916,  however,  are  much  stricter, 
and  the  benefits  of  this  proviso  are  confined  to  interest  paid  on  indebtedness 
wholly  secured  by  collateral  the  subject  of  sale  or  hypothecation  in  the 
ordinary  business  of  the  corporation  as  a  dealer  only  in  the  property  con- 
stituting the  collateral.  This  company  is  not  only  a  dealer  but  a  manu- 
facturer, and  is  not  primarily  a  dealer  in  securities  but  only  incidentally  a 
dealer  in  securities  and  primarily  a  dealer  and  manufacturer  in  certain 
merchandise.  It  is  not,  therefore,  entitled  to  the  deduction  of  interest 
under  this  proviso  in  1916,  except  as  to  interest  paid  on  indebtedness,  if  any, 
secured  by  the  hypothecation  of  merchandise  or  warehouse  receipts  therefor. 
This  view  is  supported  by  law  opinion  621  (revoked  on  other  grounds  by 
law  opinion  634). 

(NOTE:    L.  O.  1035  (rev.)  supersedes  O.  1035,  ruling  21-20-954,) 

Assistant  Reviewer's  Report  No.  272 
Section  214(3)  8,  article  168:  depreciation  of  drawing  and  models 

Appeal  of  the  M  company,  in  re  disallowance  of  certain  claimed  values 
as  of  March  i,  1913,  of  plant  and  equipment  as  a  basis  for  subsequent  de- 
preciation allowance. 

The  committee  has  had  under  consideration  the  appeal  of  the  M  company, 
from  the  action  of  the  income-tax  unit  in  disallowing  certain  claimed  values 
as  of  March  i,  1913,  of  plant  and  equipment  as  a  basis  for  subsequent 
depreciation  allowance. 

It  appears  that  it  had  been  the  practice  of  this  company,  which  was 
engaged  in  the  manufacture  of  machinery,  to  charge  to  expense  the  cost  of 
tracings,  patterns  and  flasks  necessary  in  their  business  instead  of  capital- 
izing such  items,  and  the  question  arises  as  to  the  inclusion  of  the  value  of 
such  items  on  March  I,  1913,  in  capital  accounts  for  the  purpose  of  deter- 
mining the  proper  basis  for  depreciation  subsequent  to  that  date. 

The  company  had  an  appraisal  made  in  1912,  which  appraisal  did  not 
include  the  items  above  enumerated.  Although  the  letter  transmitting  the 
appeal  states  that  the  propriety  of  the  acceptance  of  this  appraisal  is  one 
of  the  questions  submitted,  it  is  understood  that  the  unit  concedes  that  in 
the  absence  of  other  evidence  this  appraisal,  less  depreciation  to  March  I, 
1913,  should  be  accepted  as  the  value  on  March  i,  1913,  of  items  included 
therein,  in  which  view  the  committee  concurs.  As  before  stated,  this  ap- 
praisal did  not  include  tracings,  drawings,  patterns  and  flasks,  and  in  1920 
the  company  had  an  appraisal  made  as  of  the  date  of  March  i,  1913,  of  the 
value  of  these  items  not  previously  included.  It  appears  that  the  drawings 
are  dated,  and  that  the  only  properties  included  in  the  second  appraisal,  as 
of  March  i,  1913,  are  those  tracings  and  drawings  which  can  be  identified 
by  date  as  being  on  hand  March  I,  1913,  and  the  patterns  and  flasks  made 
in  conformity  therewith. 

The  company  states  that  from  1912  to  1916  it  was  engaged  in  repair 
work  which  required  no  new  equipment  of  the  character  sought  to  be  valued, 
and  that  in  1916  production  was  changed  to  machinery  of  a  different  char- 
acter, which  manufacture  continued  up  to  practically  the  present  time ;  that 
the  manufacture  of  the  former  machines  has  just  been  resumed,  and  that 
consequently  it  is  fairly  demonstrated  that  all  of  such  equipment  must  have 
been  on  hand  March  i,  1913.  The  committee  is  of  the  opinion  that  this  is  a 
fair  conclusion  under  the  circumstances  and  should  be  admitted  by  the 
bureau. 

The  second  question  is  as  to  the  method  of  determining  the  value  on 
March  I,  1913,  of  this  equipment.  It  is  manifest  that  the  taxpayers  and  the 
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bureau  must  constantly  engage  in  the  valuation  of  properties  owned  on 
March  i,  1913,  for  the  purpose  of  determining  profit  or  loss  on  the  sale 
thereof,  and  it  is  the  consistent  rule  to  fix  such  values,  even  though  no 
appraisals  were  made  on  or  about  March  i,  1913,  by  the  best  evidence  which 
can  be  arrived  at  and  upon  "any  evidence  which  will  reasonably  and  ade- 
quately make  it  appear."  (Article  1561,  regulations  45.)  The  method 
used  by  the  appraisal  company  was  to  ascertain  from  data  in  their  posses- 
sion the  reproduction  cost  on  March  I,  1913,  of  the  equipment  under  con- 
sideration and  to  accept  that,  less  depreciation  from  original  acquisition,  as 
the  true  value  of  that  date.  This  appears  to  the  committee  to  be  a  fair  and 
reasonable  method  of  determining  value  of  equipment  and  to  establish  such 
value  as  nearly  as  it  is  possible  now  to  do.  In  the  absence  of  any  evidence, 
therefore,  showing  that  the  values  so  established  were  not  fair  values  as  of 
that  date,  the  committee  recommends  their  acceptance. 

There  is  a  question,  however,  in  this  connection  not  raised  by  the  unit 
to  which  its  attention  is  invited.  To  the  extent  that  such  items  of  equip- 
ment were  charged  to  expense  during  the  years  from  1909  to  1912,  inclusive, 
such  charges  were  erroneous,  and  the  income  as  reported  for  purposes  of  the 
excise  tax  act  of  1909,  was  incorrect.  The  company  should,  therefore,  be 
required  as  a  condition  to  acceptance  of  these  values  to  readjust  its  returns 
for  those  years  by  the  inclusion  in  income  of  the  cost  so  ascertained  of  all 
articles  here  authorized  to  be  treated  as  capital  from  March  i,  1913- 

The  committee  therefore  recommends,  in  the  absence  of  evidence  tending 
to  controvert  the  values  stated,  that  the  appraisals  of  1912  and  1920,  as  of 
March  i,  1923,  be  accepted  as  fixing  values  of  equipment  on  March  I,  1913. 
for  purposes  of  subsequent  depreciation,  and  that  the  returns  for  1909  to 
1912  be  adjusted  along  the  line  above  indicated. 


Association  of  Certified  Public  Accountants    of    West   Virginia 
At  the  annual  meeting  of  the  Association  of  Certified  Public  Accountants 
of  West  Virginia,  held  at  Charleston,  August  19,  1920,  the  following  officers 
were  elected  for  the  ensuing  year:  president,  S.  C.  Board;  vice-president, 
David  A.  Jayne ;  secretary,  William  T.  Green. 


W.  B.  Castenholz  draws  attention  to  an  error  in  the  announcement  rela- 
tive to  his  firm  in  the  October  issue  of  THE  JOURNAL  OF  ACCOUNTANCY. 
Offices  of  the  firm  are  in  Chicago,  New  York,  Kansas  City,  Tulsa  and 
Houston. 


William  Dolge  announces  that  he  has  admitted  to  partnership  Benjamin 
H.  Hicklin  and  George  E.  H.  Satchell.  The  firm  name  will  be  William 
Dolge  &  Co.,  311  California  street,  San  Francisco,  California. 


H.  Braverman  and  W.  I.  Smith  announce  the  formation  of  a  partner- 
ship, with  offices  in  the  Kinney  building,  Newark,  New  Jersey,  and  the 
Bankers  Trust  Company  building,  Norfolk,  Virginia. 


S.   W.   Park  announces  the   opening  of  an  office  at   3412  Woolworth 
building,  New  York. 
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EDITED  BY  H.  A.  FINNEY 
DIVISION  OF  PROFIT  ON  SALE  OF  PARTNERSHIP  GOODWILL 

Considerable  space  in  the  October  Students'  Department  was  devoted  to 
a  reply  to  L.  F.  Ratterman's  contention  that  profits  on  the  sale  of  partner- 
ship goodwill  should  be  divided  in  the  capital  ratio.  Space  did  not  permit 
printing  our  reply  in  full  in  the  October  issue. 

In  that  issue  we  tried  to  show  that  the  profit  and  loss  ratio  should  apply 
in  accordance  with  the  argument  of  the  partners  as  to  the  division  of  the 
profits.  There  remains  to  consider  the  matter  of  fairness. 

If  partners  make  equal  investments  but  share  profits  unequally,  which 
is  more  equitable:  to  divide  the  profit  on  the  sale  of  the  goodwill  in 
the  capital  ratio  or  in  the  profit  and  loss  ratio  ?  Mr.  Ratterman  contends  for 
the  capital  ratio,  because  "that  which  is  received  (for  the  goodwill)  is  paid 
by  the  purchaser  because  certain  extraordinary  profits  have  been  earned  in 
the  past,  but  when  such  profits  were  earned  they  were  then  divided -on  an 
unequal  basis.  To  say  that  because  one  partner  has  already  received  a 
greater  part  of  the  profits,  he  should  receive  the  greater  part  of  an  amount 
paid  by  a  purchaser  in  excess  of  the  real  value  of  other  assets  acquired  is 
altogether  unreasonable."  And  in  an  earlier  letter  he  wrote:  "Brown  has 
received  60%  of  the  goodwill  before  the  sale  is  made,  and  to  divide  the 
$00,000  received  for  the  goodwill  as  a  profit  in  effect  divides  the  same  thing 
twice." 

Some  flaws  appear  in  this  argument.  In  the  first  place,  what  about  the 
assertion  that  the  payment  for  goodwill  is  made  because  certain  extraordinary 
profits  were  made  in  the  past — profits  already  divided  ?  These  extraordinary 
profits  are  significant  only  because  they  indicate  that  extraordinary  profits 
will  be  made  in  the  future.  Brown  and  Smith  are  not  selling  past  profits 
already  divided;  they  are  selling  the  right  to  extraordinarily  large  future 
profits.  If  they  had  chosen  not  to  sell  the  business,  they  would  presumably 
continue  to  divide  these  future  profits  in  the  ratio  of  60%  and  40%-  Since 
they  have  chosen  to  sell  their  rights  to  these  future  profits  the  payment 
they  receive  should  be  divided  in  the  ratio  in  which  they  shared  the  rights 
which  they  sold. 

One  customary  method  of  computing  the  value  of  goodwill  is  known  as 
the  "year's  purchase"  plan.  Using  the  profits  of  the  past  as  a  guide,  an  esti- 
mate is  made  of  the  annual  profits  which  probably  will  be  made  in  the  future. 
The  goodwill  value  is  then  agreed  upon  by  purchaser  and  seller  as  a  certain 
fraction  or  a  certain  multiple  of  this  estimated  annual  future  profit  The 
sellers  are  simply  realizing  the  profit  at  the  time  of  the  sale  instead  of  waiting 
to  realize  it  year  by  year.  If  an  unequal  division  of  this  profit  would  be  fair 
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if  postponed  until  a  future  date,  where  is  the  unfairness  of  immediately 
dividing  it  in  the  same  unequal  ratio? 

In  the  second  place,  what  about  the  statement :  "Brown  has  received  60% 
of  the  goodwill  before  the  sale  is  made,  and  to  divide  the  $90,000  received 
for  the  goodwill  as  a  profit  in  effect  divides  the  same  thing  twice."  It  would 
seem  more  exact  to  state  that  in  the  past  the  partners  have  divided  the  income 
produced  by  the  goodwill,  and  they  are  now  proposing  to  divide  the  $90,000 
profit  realized  by  the  sale  of  the  goodwill. 

Take  an  analogous  case.  Suppose  that  Brown  and  Smith  had  invested 
$410,000  in  an  orchard,  dividing  the- income  in  the  ratio  of  60%  and  40%. 
Efficient  cultivation,  pruning  and  spraying  cause  the  trees  to  bear  heavily 
and  there  is  a  large  annual  income  to  divide.  Because  of  this  fact  they  are 
able  to  sell  the  orchard  for  $500,000,  so  that  there  is  a  profit  of  $90,000  to 
divide.  It  is  difficult  to  see  that  dividing  the  income  from  the  orchard  and 
the  profit  on  the  sale  of  the  orchard  "in  effect  divides  the  same  thing  twice." 

Recognizing  this  distinction  between  the  annual  income  from  the  good- 
will and  the  profit  realized  by  its  sale,  is  it  equitable  to  divide  the  two  items 
in  the  same  ratio  ?  This  may  be  answered  by  considering  two  contrasting  busi- 
ness policies.  Brown  and  Smith  might  have  embarked  on  a  policy  of  question- 
able advertising  which  would  sell  goods  but  leave  customers  dissatisfied. 
For  a  .while  there  might  be  large  profits  to  divide  but  in  the  end  there  would 
be  no  goodwill.  Or  they  might  adopt  a  policy  of  conservatism  and  service 
at  considerable  expense  in  the  early  years  which  would  eventually  create  a 
good  reputation  and  a  valuable  goodwill.  The  profit  on  the  sale  of  the  good- 
will would  be  a  realization  of  the  gain  which  might  perhaps  have  been  made 
at  the  start  by  the  adoption  of  another  policy,  and  fairness  would  seem  to 
require  its  division  in  the  profit  and  loss  ratio. 

There  is  still  another  reason  why  the  gain  on  the  goodwill  should  be 
divided  in  the  profit  and  loss  ratio.  Presumably  Brown  receives  60%  of  the 
profit  because  he  contributes  more  time  or  ability  to  the  management  of  the 
business  and  the  production  of  profit.  Now  the  value  of  the  goodwill  depends 
upon  and  is  proportionate  to  the  amount  of  excess  profit  If  Brown  is  in- 
strumental in  producing  6q%  of  the  excess  profit  it  seems  logical  to  assume 
that  his  skill  and  services  produced  the  larger  proportion  of  the  goodwill. 

The  question  under  consideration  is  the  old  one,  decided  long  ago  by  ac- 
countants, as  to  whether  the  same  ratio  should  govern  the  division  of  profits 
on  operations  and  so-called  profits  on  realization.  The  following  quota- 
tion from  Dickinson's  Accounting  Practice  and  Procedure  is  of  interest: 

"In  the  widest  possible  view,  profits  may  be  stated  as  the  realized  in- 
crement in  value  of  the  whole  amount  invested  in  an  undertaking.  Inasmuch, 
however,  as  the  ultimate  realization  of  the  original  investment  is  from  the 
nature  of  things  deferred  for  a  long  period  of  years  during  which  partial 
realizations  are  continually  taking  place  it  becomes  necessary  to  fall  back  on 
estimates  of  value  at  certain  definite  periods,  and  to  consider  as  profit  or  loss 
the  estimated  increase  or  decrease  between  any  two  such  periods." 

All  accountants  agree  that  at  best  a  profit  and  loss  statement  and  a 
balance-sheet  are  estimates.  The  capital  accounts  shown  by  a  balance-sheet 
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are  the  result  of  closing  thereto  estimated  profits  and  losses.  The  true  profit 
or  loss  which  partners  agree  to  divide  in  a  stipulated  ratio  is  not  known  until 
what  Sir  Arthur  Dickinson  calls  "the  ultimate  realization  of  the  original 
investment"  takes  place.  The  difference  between  the  selling  price  of  a 
business  and  the  capital  accounts  of  partners  before  the  sale  is  an  adjust- 
ment required  to  bring  the  estimated  profits  up  or  down  to  the  true  profits  or 
"realized  increment." 

In  contending  that  the  profit  on  the  sale  of  goodwill  should  be  divided  in 
the  capital  ratio,  Mr.  Ratterman  is  maintaining  that  the  profit  and  loss 
sharing  agreement  should  apply  to  only  the  annual,  guessed-at  profits.  The 
expressed  intention  of  the  partners  cannot  be  put  into  effect  that  way. 
Profits  disclosed  by  "the  ultimate  realization"  must  be  divided  in  the  agreed 
ratio  so  as  to  correct  any  errors  caused  by  the  under-estimate  or  over-estimatt 
of  periodically  divided  losses  and  gains.  If  the  estimated  profits  are  divided 
in  the  agreed  ratio  periodically,  the  profits  disclosed  at  dissolution  which 
rectify  the  estimates  must  be  divided  in  the  same  ratio  or  the  true  profits 
will  not  be  shared  as  agreed. 

To  illustrate,  assume  that  A  and  B,  with  equal  capitals  and  sharing 
profits  in  the  ratio  of  60%  and  40%  have  during  five  years  of  operations  set 
up  a  reserve  for  depreciation  by  annual  charges  to  profit  and  loss.  At  the 
time  of  selling  their  business  the  books  show : 

Buildings  $150,000.00 

Reserve  for  depreciation 27,000.00 


Book  value  $123,000.00 


The  business  is  sold  and  the  price  agreed  upon  for  the  buildings  is 
$132,000.  Here  is  an  apparent  gain  of  $9,000.  Now  Mr.  Ratterman  states 
that  "when  partners  are  selling  out  they  are  no  longer  conducting  the  busi- 
ness," and  it  seems  fair  to  assume  that  he  would  not  consider  this  $9,000 
one  of  those  "usual  operating  profits"  which  he  thinks  partners  have  in  mind 
when  they  agree  to  divide  the  profits  on  an  unequal  basis.  Therefore,  if  he  is 
consistent,  he  will  advocate  dividing  this  $9,000  profit  equally. 

Should  he  do  so?  The  "ultimate  realization"  shows  that  A  and  B  realized 
$132,000  for  buildings  which  apparently  cost  $150,000.  The  use  of  the  build- 
ings for  five  years  cost  the  partners  $18,000,  although  they  estimated  that  the 
cost  was  $27,000.  This  annual  depreciation  charge  reduced  the  estimated 
profits  $27,000  during  five  years,  so  that  the  profits  credited  to  A  and  B  were 
reduced  as  follows: 

A  (60%)     B  (40%)         Total 

Total  estimated  depreciation $16,200.00    $10,800.00    $27,000.00 

True  amount  disclosed  at  ultimate  realiza- 
tion  .  10,800.00        7,200.00      18,000.00 


Required  correction  in  profit  and  loss  ratio.    $5,400.00      $3,600.00      $9,000.00 

Applying  Mr.  Ratterman's  method,  the  $9,000  would  be  credited  to  A 
and  B. 
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A                B  Total 

Debits  for  estimated  depreciation $16,200.00    $10,800.00  $27,000.00 

"Unusual  profit"  divided  equally 4,500.00        4,500.00  9,000.00 


True  expense  (improperly  divided) $11,700.00      $6,300.00    $18,000.00 

The  depreciation  expense  should  have  de- 
creased the  partners'  profit  in  the 
profit  and  loss  ratio,  thus 10,800.00  7,200.00  18,000.00 


Mr.  Ratterman's  method  makes  A's  share  of  the  expense  $900.00  too 
large,  and  B's  share  of  the  expense  $900.00  too  small. 

Mr.  Ratterman  might  answer  that  this  case  and  the  case  of  goodwill  are 
not  analogous  because  the  adjustment  of  depreciation  is  a  correction  of  dis- 
tributed past  profits  while  the  profit  on  the  sale  of  the  goodwill  is  a  realiza- 
tion of  speculative  future  profits.  Suppose,  however,  that  the  purchaser  paid 
$9,000  more  than  book  value  of  the  building  because  of  the  rise  in  market 
price  of  real  estate.  This  would  seem  to  be  one  of  Mr.  Ratterman's  "specu- 
lative profits,"  and  as  such  he  would  divide  it  equally.  But  everyone  knows 
that  depreciation  is  purely  an  estimate,  and  in  all  probability  the  $9,000  is 
partly  an  adjustment  of  depreciation  and  partly  a  profit  due  to  changes  in 
market  value.  Since  the  depreciation  is  an  operating  expense  borne  in  the 
60%  and  40%  ratio,  Mr.  Ratterman  would  have  to  divide  the  $9,000  into  two 
elements :  the  correction  of  depreciation,  to  be  divided  in  the  profit  and  loss 
ratio,  and  the  "unusual  profit,"  to  be  divided  equally.  How  can  he  make  this 
division? 

Mr.  Ratterman  may  not  consider  that  the  principles  involved  in  this  case 
are  the  same  as  those  involved  in  the  division  of  goodwill.  Let  us  go  a  step 
further.  A  partnership  has  a  capital  of  $400,000  equally  divided  between 
A  and  B.  C  desires  to  buy  and  is  willing  to  pay  $500,000  because  he  thinks 
that  the  true  capital  has  been  decreased  by  excessive  reserves  for  bad  debts 
and  depreciation,  that  the  real  estate  has  advanced  in  market  value  and  is 
worth  more  than  its  book  value  and  that  the  business  has  a  goodwill.  Here 
is  a  profit  of  $100,000  disclosed  at  the  time  of  the  sale.  Can  Mr.  Ratterman 
divide  it  into  its  elements  of  corrections  of  usual  operating  profits  to  be 
divided  in  the  profit  and  loss  ratio  and  extraordinary  or  speculative  profits 
to  be  divided  in  the  capital  ratio?  Fortunately  it  is  not  necessary  to  make 
the  division,  as  the  entire  $100,000  is  a  profit,  divisible  in  the  profit  and  loss 
ratio. 

Finally,  since  Mr.  Ratterman  is  an  attorney,  let  us  examine  the  law.  The 
following  quotation  is  from  Partnership,  by  Frank  Hall  Childs : 

"In  settling  a  partnership  estate  the  first  consideration  is  the  payment 
of  partnership  debts.  All  of  the  partnership  property  of  every  kind  and 
character,  including  the  goodwill  of  the  firm,  is  included  in  the  final  account- 
ing. If  there  is  sufficient  cash  to  pay  all  claims,  it  is  not  necessary  to  convert 
the  other  property  into  cash.  After  the  payment  of  all  claims  to  third 
parties,  the  firm  should  next  repay  any  loans  or  advances  made  by  each 
partner  to  the  firm.  After  the  repayment  of  such  loans,  the  firm  should  next 
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repay  to  each  partner  his  original  contribution  of  capital.  After  the  repay- 
ment of  capital,  the  surplus,  if  any,  should  be  divided  among  the  partners  as 
profits.  In  the  absence  of  an  agreement  to  the  contrary  the  profits  are  divided 
equally." 

By  inference,  the  surplus  after  paying  debts  and  capital  would  be  divided 
according  to  the  profit-sharing  agreement  if  one  existed.  In  the  problem 
presented  by  Mr.  Ratterman,  the  liabilities  are  assumed  by  the  corporation 
and  there  are  no  loans  from  partners.  With  $500,000  to  divide,  the  capitals 
are  first  paid,  and  a  surplus  of  $90,000  remains  "to  be  divided  among  the 
partners  as  profits." 

Mr.  Ratterman  declares  that  the  division  of  this  profit  in  the  ratio  agreed 
to  by  the  partners  is  "altogether  unreasonable."  It  seems  reasonable  to  us, 
since  it  conforms  to  the  agreement ;  it  is  fair  because  it  divides  the  profit  on 
the  goodwill  in  the  ratio  in  which  the  partners  contributed  skill  and  services 
to  its  creation;  it  avoids  the  impossible  task  of  distinguishing  between  cor- 
rections of  prior  profits  to  be  divided  in  one  ratio  and  so-called  "speculative" 
profits  to  be  divided  in  another  ratio,  and  it  complies  with  the  requirements  of 
the  law. 

EFFECTIVE  RATE  ON  SERIAL  BONDS 
Editor,  Students'  Department: 

SIR  :  I  am  a  subscriber  of  your  magazine.  If  it  is  not  too  much  trouble 
would  you  be  kind  enough  to  tell  me  how  Sir  Arthur  Lowes  Dickinson 
arrives  at  8  3/16  per  cent  as  the  effective  rate  in  his  problem  on  page  138 
Accounting  Practice  and  Procedure? 

The  problem  reads  as  follows :  "An  issue  of  $1,000,000  of  bonds  is  made 
at  90,  carrying  interest  at  5%,  and  redeemable  at  the  rate  of  $50,000  each 
half  year,  at  100  for  the  first  five  years  and  thereafter  at  105.  Calculations 
made  on  these  premises  show  that  the  effective  rate  of  interest  is  approxi- 
mately 83/16%.  Bonds  are  redeemed  each  year  as  specified,  but  they  are 
purchased  in  the  market  at  the  following  prices,  viz. : 

First   year $  92 

Second  year 93 

Third  year 95 

Fourth   year 

Fifth  year 9° 

Sixth  year «» 

Seventh  year IO2 

Eighth  year IO4  f 

Ninth  and  tenth,  drawn  at 105 

Also  kindly  inform  me  how  he  arrives  at  $125,000  as  the  discount  on 

bonds. 

Yours  truly, 

EDWARD  A.  MUKPHY. 

The  total  discount  is  computed  as  follows : 

Half  the  bonds  are  redeemable  at  100 

The  other  half  are  redeemable  at  105 

Total  obligation  $1,025,000.00 

Bonds  sold  for 

Discount  I25'°00-00 
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The  effective  interest  rate  is  apparently  computed  somewhat  as  follows: 

go%  of  bonds  outstanding  first  6  months'  period 900,000.00 

90%  of  bonds  outstanding  last  6  months'  period 45,000.00 


Sum  of  first  and  last  terms $  945,000.00 

Multiply  by  half  the  number  of  periods 10 


Sum  of  effective  principals  for  all  periods $9,450,000.00 

This  much  of  the  computation  merely  utilizes  the  principle  of  arithmetical 
progression  as  a  short  method  of  determining  90%  (since  the  bonds  were 
issued  at  90)  of  the  par  of  the  bonds  outstanding  each  period,  and  finding 
the  sum  thereof.  The  same  result  could  be  reached  as  follows : 

First  period :  90%  of  $1,000,000  bonds  outstanding $   900,000.00 

Second  period :  90%  of  $950,000  bonds  outstanding 855,000.00 

Third  period :  90%  of  $900,000  bonds  outstanding 810,000.00 

And  so  on  down  to  twentieth  period :  90%  of  $50,000  bonds 

outstanding    45,000.00 


Sum $9,450,000.00 


The  next  step  is  to  compute  the  total  interest  to  be  paid  during  the 
twenty  periods,  which  includes  interest  on  the  par  of  the  bonds,  discount  on 
issue  and  premium  on  redemption. 

Interest  on  par  (by  arithmetical  progression)  : 

First  six  months :  2%%  of  $1,000,000 $     25,000.00 

Last  six  months :  2l/2%  of  $50,000 1,250.00 


Sum  of  first  and  last  terms $     26,250.00 

Multiply  by  half  the  number  of  terms 10 


Total  interest  paid $  262,500.00 

Discount  on  issue 100,000.00 

Premium  on  redemption  of  last  half  of  bonds 25,000.00 


Total   $   387,000.00 


Of  course  it  is  understood  that  the  effective  rate  is  computed  at  the  time 
of  issuing  the  bonds,  when  the  actual  price  at  which  they  were  eventually 
redeemed  is  not  known;  hence  the  effective  rate  is  based  on  the  contract 
prices  of  redemption. 

Then  387,500  H-  9,450,000  =  4.10053,  the  approximate  rate  per  period. 

Sir  Arthur  Dickinson  uses  4.09375%,  which  is  4  3/32%  per  period  of  6 
months,  or  8  3/16%  per  annum. 

This  approximate  effective  rate  is  computed  on  a  simple  interest  basis, 
but  it  is  applied  on  a  compound  interest  basis,  as  indicated  below : 
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First  period :  effective  principal $900,00000 

Add  interest  at  4 3/32%  on  $900,000.00 y, _*., <  7- 


Total    $936343.75 

Deduct  coupons  paid $25,000.00 

Deduct  bonds  paid 50,000.00  75,000.00 


Second  period  :  effective  principal $861343.75 

For  the  second  period  the  interest  is  computed  at  43/32%  on  $861343.75, 
although  in  approximating  the  rate  it  was  estimated  that  the  interest  would 
be  computed  on  00%  of  $950,000.00,  or  $855,000.00.  This  is  the  reason  why 
the  amortization  of  the  discount  is  not  exact  when  using  the  approximate 
rate  of  4  3/32%. 

To  obtain  an  exact  amortization  of  the  discount  it  would  be  necessary  to 
determine  the  effective  rate  computed  on  a  compound  interest  basis.  Un- 
fortunately there  is  no  formula  by  which  this  exact  rate  can  be  computed, 
but  it  is  possible  to  obtain  a  closer  approximation  than  43/32%.  The  ap- 
proximate rate  of  4  3/32%  has  the  advantage  of  being  easily  computed.  If 
the  necessity  for  greater  accuracy  warrants  the  labor,  a  closer  approxima- 
tion may  be  obtained  as  follows : 

Assume  a  trial  rate  as  close  to  the  true  one  as  it  is  possible  to  guess. 
Compute  the  price  at  which  the  bonds  would  be  issued  to  yield  this  rate. 
If  a  bond  table  is  available  showing  values  at  the  trial  rate,  the  price  can 
be  taken  therefrom.  Where  the  bonds  are  redeemable  serially,  each  re- 
demption is  dealt  with  separately,  and  the  values  for  all  redemptions  are 
added  to  find  the  value  of  the  entire  issue  at  the  trial  rate.  If  a  bond  table 
is  not  available,  or  if  it  does  not  show  values  at  the  trial  rate,  the  values  may 
be  computed  by  discounting  all  benefits  to  be  received  by  the  holder  of  the 
bonds  (interest  and  par,  or  interest  and  par  plus  premium)  at  the  trial 
rate. 

If  the  price  thus  computed  at  which  the  bonds  would  be  sold  to  yield  the 
trial  rate  is  greater  than  the  price  at  which  they  actually  were  issued,  the 
trial  rate  is  too  low.  Repeat  the  process  of  computing  the  value  at  a  higher 
trial  rate. 

If  the  price  at  the  first  trial  rate  is  less  than  the  price  at  which  the  bonds 
were  sold,  the  trial  rate  is  too  high.  Compute  the  value  at  a  lower  trial 
rate. 

After  obtaining  two  values  at  trial  rates  as  close  as  possible  to  the  actual 
selling  price,  but  one  value  a  little  too  large  and  the  other  a  little  too  small, 
find  the  difference  between  the  values  at  the  two  trial  rates. 

Interpolate  between  the  two  trial  rates  by  adding  to  the  smaller  rate  a 
fraction  of  a  percent  obtained  thus : 

Value  at  smaller  trial  rate,  minus  selling  price 
. multiplied  by 

Value  at  smaller  trial  rate,  minus  value  at  larger  trial  rate 
the  difference  between  the  trial  rates. 
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To  illustrate  this  procedure,  the  effective  rate  on  a  compound  interest 
basis  will  be  approximated,  using  the  facts  in  Sir  Arthur  Dickinson's  illus- 
tration, as  follows: 

$1,000,000  of  bonds  bearing  5%  interest  payable  semi-annually. 

Bonds  issued  at  90. 

Redeemable  serially;  $50,000  each  six  months  for  five  years  at  par; 
$50,000  each  six  months  thereafter  at  105. 

Since  the  effective  rate,  83/16%  per  annum  on  a  simple  interest  basis  is 
to  large  a  rate  on  a  compound  interest  basis,  a  trial  rate  of  8%  a  year,  or 
4%  each  six  months,  will  be  used.  Bond  tables  invariably  show  effective 
rates  on  a  compound  interest  basis,  but  they  rarely  show  values  to  yield  as 
high  as  8%.  Hence  the  value  of  the  issue  at  the  trial  rate  of  8%  will  be 
computed  by  discounting  all  benefits  to  be  received  by  the  holder  of  the 
bonds.  Since  interest  is  payable  semi-annually,  the  trial  rate  will  be  4% 
per  period  of  six  months.  The  present  values  of  $i  at  4%,  shown  in  the 
following  statement,  are  taken  from  a  book  of  interest  tables  : 

Computation  of  Value  of  Serial  Bonds 
Trial  rate  :  8%  per  annum,  or  4%  per  period  of  6  months 


and 
ue 
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I  

.961538462 

$50,000.00 

$48,076.92 

$25,000.00 

$24,038.46 

2  

.924556213 

50,000.00 

46,227.81 

23,750.00 

21,957.21 

3-... 

.888996359 

50,000.00 

44,449.82 

22,500.00 

20,002.41 

4-... 

.854804191 

50,000.00 

42,740.21 

21,250.00 

18,164.59 

5-... 

.821927107 

50,000.00 

41,096.36 

20,000.00 

16,438.54 

6.... 

•790314526 

50,000.00 

39,515.73 

18,750.00 

14,818.41 

7.... 

.759917813 

50,000.00 

37,995.89 

17.500.00 

13,298.57 

8.... 

.730690205 

50,000.00 

36,534.51 

16,250.00 

11,873.71 

9...- 

.702586736 

50,000.00 

35,129.34 

15,000.00 

10,538.81 

10  

.675564169 

50,000.00 

33,778.21 

13,750.00 

9,289.01 

ii  

.649580932 

52,500.00 

34,103.00 

12,500.00 

8,119.76 

12  

.624597050 

52,500.00 

32,791.35 

11,250.00 

7,026.72 

I3-.  •• 

.600574086 

52,500.00 

31,530.14 

10,000.00 

6.005.74 

14.... 

.577475083 

52,500.00 

30,317.44 

8,750.00 

5,052.91 

IS---. 

.555264503 

52,500.00 

29,151.39 

7,500.00 

4,164.49 

16.... 

.533908176 

52,500.00 

28,030.18 

6,250.00 

3,336.93 

17.... 

.513373246 

52,500.00 

26,952.10 

5,000.00 

2,566.87 

18.  ... 

.493628121 

52,500.00 

25,91548 

3,750.00 

1,851.11 

19.... 

.474642424 

52,500.00 

24,918.73 

2,500.00 

1,186.62 

20  

.456386949 

52,500.00 

23,960.31 

1,250.00 

570.48 

Totals.. 

$693,214.92 

$200,301.34 
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The  computation  of  the  present  values  of  the  payments  on  principal  and 
premium  may  be  somewhat  shortened  as  follows : 

Sum  of  present  values  of  $i  at  4%  for  first  10  periods  =  8.110895781 

Multiply   by $50,000.00 

Present  value  of  first  ten  payments  on  principal $405,544.79 

Sum  of  present  values  of  $i  at  4%  for  last  10  periods  = 5.470430570 

Multiply    by $52,500.00 

Present  value  of  last  ten  payments  on  principal  and  premium. .  $287,670.10 

Present  value  of  first  ten  payments  on  principal $405,544.79 

Present  value  of  last  ten  payments  on  principal  and  premium. .  287,670.10 

Total   $693,214.89 


If  sold  to  net  8%   a  year  or  4%   per   period,  the  bonds  would  have 
brought 

Present  value  of  par  and  premium $693,214.02 

Present  value  of  interest 200,301.34 


Total  price  on  the  basis  of  a  trial  rate  of  8% $893,516.26 

Since  $893.516.26  is  less  than  $900,000.00,  the  actual  selling  price  of  the 
bonds,  the  trial  rate,  8%,  is  too  large.  We  shall  next  try  7l/2%  per  annum, 
or  3^4%  per  period. 

Computation  of  Value  of  Serial  Bonds 
Trial  rate:  7l/2%  per  annum,  or  3^%  per  period  of  6  months 


13 

•*••    -4-> 

C   rt 


End  of 
period 
i  

2  

3  
4  
5  
6  

7.  . 

Q-t  o 
.963855422 
.929017274 
.895438336 
•863073095 
.831877682 
.801809814 
.7728287  vj 

8  
9  

10  

.744895168 
.717971246 
.692020478 

Principal  and 
premium  due 

Present  value 
of  principal 
and  premium 

ft 

to 
j\ 

3  Interest  due 
3 

A 

3  Present  value 
5x  of  interest 

$ 

23,75O.OO 

22,064.16 

22,500.00 

20,147.36 

2I,25O.OO 

18,340.30 

20,000.00 

16,637.55 

l8,75O.OO 

15,033.93 

17,500.00 

l6,25O.OO 

12.1040=? 

15,000.00 

10,760.57 

13.750.00 

0.515.28 

Sub-total.  8.212787252  (ave.)  $50,000.00    $410,639.36 
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ii 667007690              12,500.00  8,337.60 

12 642898978              11,250.00  7,232.61 

13 619661666              10,000.00  6,196.62 

14 597264256              8,750.00  5,226.06 

is 575676391           7,500.00  4,317-57 

16 554868811 6,250.00  3,467.93 

17 534813312      5,000.00  2,674.07 

18 515482710      3,750.00  1,933.06 

19 496850805      2,500.00  1,242.13 

20 478892342      1,250.00  598.62 

Sub-total.  5.683416961  (ave.)  52,500.00   298,379.39   

Totals...                     $709,018.75  •  $203,459.86 

Summary : 

Present  value,  principal  and  premium $709,018.75 

Present  value,  interest 203,459.86 

Total  value  at  trial  rate  of  3^%  per  period $912,478.61 

Price  on  a  basis  of  3^4%  per  period $912,478.61 

Price  on  a  basis  of  4%  per  period 893,516.26 

Difference  due  to  }4%  change  in  the  rate $  18,962.35 

Price  of  a  basis  of  3-^%  per  period $912,478.61 

Price  at  the  unknown  rate 900,000.00 


Difference   $  12,478.61 


Then 


12,478.61 
- 
18,062.35 

12,478.61 


of 


18,062.35 

Hence 

3.75%  the  lower  trial  rate, 
plus 

.164% 


should  be  added  to 


=  .164+%. 


to  find  the  approximate  rate 
per  period 


3.914%  the  approximate  rate  per  period, 
and 

7.828%  is  the  approximate  rate  per  annum. 

If  this  rate  were  exact  there  would  be  no  balance  in  the  following 
schedule  of  amortization.  This  schedule  illustrates  the  method  of  amortiza- 
tion by  the  scientific,  effective  interest  method.  The  rate  is  a  little  too  large, 
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causing  an  over-amortization  of  discount  to  the  amount  of  $61.39.  But  this 
is  a  relatively  small  discrepancy  considering  the  size  of  the  loan  and  the 
amount  of  the  discount,  and  it  indicates  that  the  approximate  rate  is  very 
close  to  the  exact  one. 

First  period :  effective  principal $900,000.00 

Add  interest  at  3.914%  on  $900,000.00 $35,226.00 

Less  coupons  25,000.00         10,226.00 

Total    $910,226.00 

Less  payment  on  principal 50,000.00 

Second  period :  effective  principal $860,226.00 

Add  interest  at  3.914%  on  $860,226.00 $33,669.25 

Less  coupons  23,750.00          9,919.25 

Total $870,145.25 

Less  payment  on  principal 50,000.00 

Third  period  :  effective  principal $820,145.25 

Add  interest  at  3.914%  on  $820,145.25 $32,100.49 

Less  coupons 22,500.00           9,60049 

Total    $829,745.74 

Less  payment  on  principal 50,000.00 

Fourth  period :  effective  principal $779,745-74 

Add  interest  at  3.914%  on  $779,745-74 $3O,5 19-25 

Less  coupons 21,250.00           9,269.25 

Total    $789,014.99 

Less  payment  on  principal 50,000.00 

Fifth  period :  effective  principal. $739,oi4-99 

Add  interest  at  3.914%  on  $739,oi4-99 $28,925.05 

Less  coupons  20,000.00           8,925.05 

Total    $747,940.04 

Less  payment  on  principal 50,000.00 

Sixth  period :  effective  principal $697,940.04 

Add  interest  at  3.914%  on  $697,940.04 $27,317-37 

Less  coupons 18,750.00           8,567.37 
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Total  $706,50741 

Less  payment  on  principal 50,000.00 

Seventh  period :  effective  principal $656,507.41 

Add  interest  at  3.914%  on  $656,50741 $25,695.70 

Less  coupons 17,500.00           8,195.70 

Total    $664,703.11 

Less  payment  on  principal 50,000.00 

Eighth  period :  effective  principal $614,703.11 

Add  interest  at  3.914%  on  $614,703.11 $24,059.48 

Less  coupons 16,250.00           7,809.48 

Total    $622,512.59 

Less  payment  on  principal 50,000.00 

Ninth  period :  effective  principal $572,512.59 

Add  interest  at  3.914%  on  $572,512.59 $22,408.14 

Less   coupons 15,000.00           7,408.14 

Total    $579,920.73 

Less  payment  on  principal 50,000.00 

Tenth  period :  effective  principal $529,920.73 

Add  interest  at  3.914%  on  $529,920.73 $20,741.10 

Less   coupons i3,75O.oo           6,991.10 

Total $536,911-83 

Less  payment  on  principal 50,000.00 

Eleventh  period :  effective  principal $486,911.83 

Add  interest  at  3.914%  on  $486,911.83 $19,057-73 

Less  coupons 12,500.00           6,557.73 

Total $493,469-56 

Less  payment  on  principal  and  premium 52,500.00 

Twelfth  period :  effective  principal $440,969.56 

Add  interest  at  3.914%  on  $440,969.56 $17,259-55 

Less  coupons 11,250.00           6,009.55 

Total    $446,979." 

Less  payment  on  principal  and  premium 52,500.00 

Thirteenth  period :  effective  principal $394,479.11 

Add  interest  at  3.914%  on  $394,479.11 $15,439-91 

Less   coupons 10,000.00           5,439-9 1 


392 


Students'    Department 

Total  $399,919.02 

Less  payment  on  principal  and  premium 52,500.00 

Fourteenth  period  :  effective  principal $347,419.02 

Add  interest  at  3.914%  on  $347,419.02 $13,597-98 

Less  coupons t 8,750.00           4,847.98 

Total    $352,267.00 

Less  payment  on  principal  and  premium 52,500.00 

Fifteenth  period:  effective  principal $299,767.00 

Add  interest  at  3.914%  on  $299,767.00 $11,732.88 

Less   coupons 7,500.00           4,232.88 

Total  $303,999-88 

Less  payment  on  principal  and  premium 52,500.00 

Sixteenth  period :  effective  principal $251,499.88 

Add  interest  at  3.914%  on  $251499.88 $9,843.71 

Less   coupons 6,250.00           3»5937i 

Total  $255,093-59 

Less  payment  on  principal  and  premium 52,500.00 

Seventeenth  period :  effective  principal $202,593.59 

Add  interest  at  3.914%  on  $202,593.59 $7,929.51 

Less  coupons 5,000.00           2,929.51 

Total  $205,523.10 

Less  payment  on  principal  and  premium 52,500.00 

Eighteenth  period :  effective  principal $153,023.10 

Add  interest  at  3.914%  on  $153,023.10 $5,989-32 

Less  coupons 3,75o.oo           2,239.32 

Total    $155,26242 

Less  payment  on  principal  and  premium 52,500.00 

Nineteenth  period :  effective  principal $102,76242 

Add  interest  at  3.914%  on  $102,762.42 $4,022.12 

Less  coupons 2,500.00            1,522.12 

Total  $104,284.54 

Less  payment  on  principal  and  premium 52,500.00 

Twentieth  period :  effective  principal $51,784-54 

Add  interest  at  3.914%  on  $51,784.54 $2,026.85 

Less  coupons 1,250.00             776-85 
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Total  

Less  payment  on  principal  and  premium. 


Balance:  over-amortization  of  discount. 


$52,561.39 
52,500.00 

61.39 


If  a  still  closer  approach  to  accuracy  is  desired,  it  can  be  obtained  as 
follows : 
$61.39  (total  over-amortization)  -f-  20  (number  of  periods)  =  $3.07  (average) 

$35,226.00  interest  first  period  (as  above). 
3.07  average  over-amortization. 


$35,222.93  closer  approximation  to  correct  interest,  first  period. 
$35,222.93  -f-  $900,000.00  (effective  principal  first  period)  —  3-9r366% 


Period 


Schedule  of  Amortisation 

Interest  at  Payment  on  prin- 

3.91366%  Coupons          cipal  and  premium 


i $35,222.94 

2 33,666.20 

3 32,09746 

4 30,516.24 

5 28,922.06 

6 27,31441 

7 25,692.76 

8 24,056.57 

9 22405.26 

10 20,738.25 

ii 19,054-91 

12 17,256.78 


13- 
14. 
IS- 
16. 

17- 
18. 
19. 
20. 


15437.19 

13,595.31 

11,730.29 

9,841.18 

7,927-05 

5,986.94 

4,019.81 

2,024.62 

$387,506.23 


$25,000.00  $50,000.00 

23,750.00  50,000.00 

22,500.00  50,000.00 

21,250.00  50,000.00 

20,000.00  50,000.00 

18,750.00  50,000.00 

17,500.00  50,000.00 

16,250.00  50,000.00 

15,000.00  50,000.00 

13,750.00  50,000.00 

12,500.00  52,500.00 

11,250.00  52,500.00 

10,000.00  52,500.00 

8,750.00  52,500.00 

7,500.00  52,500.00 

6,250.00  52,500.00 

5,000.00  52,500.00 

3,750.00  52,500.00 

2,500.00  52,500.00 

1,250.00  52,500.00 

$262,500.00          $1,025,000.00 


Effective 
principal 
$900,000.00 
860,222.94 
820,139.14 
779,736.60 
739,002.84 
697,924.90 

656,489.31 
614,682.07 
572,488.64 
529,893.90 
486,882.15 
440,937.06 
394,443-84 
347,381.03 
299,726.34 
251,456.63 
202,547.81 
152,974.86 
102,711.80 
5i,73i.6i 
6.23 


Sir  Arthur  Dickinson  uses  this  illustration  to  show  the  operation  of  a 
much  shorter  method  of  determining  the  periodical  amortization.  After  dis- 
cussing the  effective  interest  method  and  the  equal  instalment  method,  he 
says  (page  138)  : 

"A  third  method,  which  may  be  called  the  bonds  outstanding  method,  and 
which  may  safely  be  adopted  where,  by  reason  of  complication  in  the  terms 
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of  issue  and  redemption,  it  is  difficult  or  impracticable  to  determine  the  true 
interest  rate,  is  to  distribute  the  discount  or  premium  over  the  period  in  the 
proportion  that  the  bonds  outstanding  for  each  year  bear  to  the  sum  of  the 
bonds  outstanding  for  all  years  of  the  currency  of  the  loan.  Any  saving 
made  by  the  purchase  of  bonds  in  the  market  is  credited  to  income  account." 
The  amortization  by  this  method  is  computed  as  follows : 

Bonds  outstanding  first  period $  1,000,000.00 

Bonds  outstanding  last  period 50,000.00 


Sum  of  first  and  last  terms $  1,050,000.00 

Multiply  by  half  the  number  of  terms 10 


Sum  of  bonds  outstanding  all  periods $10,500,000.00 

Discount  amortized: 

First  period 100/1050  of  $125,000.00  —  $11,905.00 

Second   period 95/1050  of     125,000.00=  11,310.00 

And  so  on  down  to 

Twentieth  period 5/1050  of     125,000.00=  595-OO 

In  addition,  the  coupons  paid  each  period  are  charged  to  interest,  making 
the  total  as  follows  : 

Debit  interest            Credit  cash  Credit  discount 

(total)                    (coupon)  (amortization) 

First  period $36,905.00                 $25,000.00  $11,905.00 

Second   period 35,060.00                   23,750.00  11,310.00 

Comparative  Amortisation  Table 
Showing  total  charges  to  interest  for  coupons  and  discount 

Bonds  /'-Scientific  effective  interest  method-^ 

outstanding  (approximate  rates) 

Period                              method                      43/32%  3.91366% 

I $36,905.00                  $36,84375  $35,222.94 

2 35,060.00                    35,001.56  33,666.20 

3 33,2i4.oo                    33,159.38  32,09746 

4 31,369.00                    31,317.19  30,516.24 

5 29,524.00                    29475.00  28,922.06 

6 27,679.00                   27,632.81  27,31441 

7 25,833.00                    25,790.63  25,692.76 

8 23,988.00                   23.948.44  24,056.57 

9 22,143.00                    22,106.25  22,405.26 

10 20,298.00                     20,264.06  20,738.25 

ii 18,452.00                     18,421.88  19,054-91 

12 16,607.00                     16,579-69  17*256.78 

13 14,762.00                     I4,737.50  I5437.I9 

I4 12,917.00                     12,895.31  13,595.31 

15 11,071.00                     11,053.12  11,730.29 
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17- 
18. 

19- 
20. 


9,226.00 
7,38i.oo 
5,536.00 
3,690.00 
1,845,00 


9,210.94 

7,368.75 
5,526.56 
3,684-38 
1,842.19 


9,841.18 
7,927.05 
5,986.94 
4,019.81 
2,024.62 


Totals. 


$387,500.00  $386,859.39  $387,506.23 

Under        640.61        Over  6.23 


$387,500.00 


$387,500.00 


While  the  bonds  outstanding  method  and  the  effective  interest  method, 
using  the  approximate  rate  of  4  3/32%,  are  sufficiently  accurate  to  be  used 
by  'an  industrial  concern  issuing  serial  bonds  at  a  discount,  neither  method 
is  sufficiently  accurate  to  be  used  by  financial  institutions  such  as  insurance 
companies,  where  exact  computation  of  income  and  amortization  of  premium 
or  discount  on  owned  securities  is  always  desirable  and  is  often  required  by 
law.  In  such  cases  only  the  scientific  interest  method,  using  as  close  an 
approximation  as  possible  to  the  true  rate,  will  produce  sufficiently  accurate 
results. 

The  scientific  method  is  particularly  essential  in  cases  of  estates  where 
the  income  is  payable  to  a  life  tenant.  Assume  that  the  entire  bond  issue  in 
the  illustration  is  held  by  such  an  estate,  the  life  tenant  being  paid  each  six 
months  the  amount  of  the  coupons  collected  and  the  discount  amortized. 

Using  the  bonds  outstanding  method : 

The  life  tenant  would  be  paid  during  the  first  7  periods $219,584.00 

While  he  should  have  been  paid  almost  exactly  the  amounts 

shown  in  the  third  column  of  the  comparative  table  totaling.      213,432.07 


An  over-payment  of $6,151.93 

Using  the  effective  interest  method  but  with  the  4  3/32%  rate : 

The  life  tenant  would  be  paid  during  the  first  7  periods $219,220.32 

Instead  of  213,432.07 


An  over-payment  of 


$5,788.25 


Editor,  Students'  Department: 

SIR:  Will  you  kindly  answer  the  following  question? 
A  corporation  executed  a  loan  September  15,  1007,  of  $600,000.00,  for 
which  it  issued  a  series  of  28  notes  of  $25,000.00  each,  totaling  $700,000.00, 
with  interest  at  8%  per  annum.  The  notes  were  due  and  payable  one 
each  month  beginning  October  15,  1907.  What  rate  of  interest  was  paid 
for  the  loan  and  bonus?  What  is  the  rate  of  amortization  of  bonus  paid? 

Yours  truly, 

STUDENT. 

If  it  were  merely  desired  to  amortize  the  bonus  or  discount  with  fair 
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equity  over  the  28  months,  it  could  be  done  easily  by  the  bonds  outstanding 
method,  as  follows : 


Notes  outstanding  first  period.. 
Notes  outstanding  last  period. . 


Sum  of  largest  and  smallest  terms 29 

Multiply  by  half  the  number  of  terms 14 

Product  406 

First  month :  write  off  28/406  of  $100,000.00  bonus,  or  $689.66. 

Second  month :  write  off  27/406  of  $100,000.00  bonus,  or  $665.02,  etc. 

But  the  letter  asks  for  the  rate  of  interest  paid  on  the  loan  and  bonus, 
the  writer  apparently  wishing  to  know  the  effective  interest  rate  by  which 
the  bonus  may  be  scientifically  amortized.  In  order  to  compute  this  rate  it 
is  necessary  to  make  an  assumption  as  to  the  payment  of  the  interest,  and 
I  am  assuming  that  as  each  note  is  paid  the  interest  accrued  and  unpaid  to 
date  is  paid  also,  and  that  each  six  months  the  interest  on  notes  then  out- 
standing is  also  paid.  Therefore  interest  payments  are  made  as  follows : 

First  month :  I  month's  interest  at  8%  on  $25,000. . .  $   166.67 

Second  month :  2  months'  interest  at  8%  on  $25,000. .  333-33 

Third  month :  3  months'  interest  at  8%  on  $25,000. .  500.00 

Fourth  month  :  4  months'  interest  at  8%  on  $25,000. .  666.67 

Fifth  month :  5  months'  interest  at  8%  on  $25,000. . .  833.33 

Sixth  month:  6  months'  interest  at  8%  on  $25,000..  1,000.00          $3,500.00 


Multiply  by  4  to  compute  total  of  four  series  of  six  months 
each,  or  total  monthly  interest  on  notes  paid  up  to  and 

including  the  24th  note $    14,000.00 

Interest  25th  month 166.67 

26th      " 333-33 

"        27th      "      500.00 

28th      "      666.67 

Sixth  month :  4%  on  $550,000  notes  outstanding 22,000.00 

Twelfth  month :  4%  on  $400,000  notes  outstanding 16,000.00 

Eighteenth  month :  4%  on  $250,000  notes  outstanding 10,000.00 

Twenty-fourth  month:  4%  on  $100,000  notes  outstanding 4,000.00 


Total  interest  paid  in  28  months $67,666.67 

Add  bonus  100,000.00 


Total  interest  and  bonus $167,666.67 


I  shall  use  this  problem  to  illustrate  a  trial  and  error  method  by  which 
the  effective  rate  may  be  computed  with  almost  perfect  accuracy  and  without 
the  use  of  interest  tables. 
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First,  the  rate  will  be  approximated  by  the  method  used  by  Sir  Arthur 
Dickinson  to  obtain  his  rate  of  8  3/16%. 

Effective  principal,  first  month :  6/7  of  $700,000 $600,000.00 

Approximate  effective  principal,  last  month :  6/7  of  $25,000. .  21428.57 


Sum  of  first  and  last  terms $621,428.57 

Multiply  by  half  the  number  of  terms 14 


Sum  of  approximate  effective  principals  for  all  months $8,700,000.00 

Then  $167,666.67  -=-  8,700,000.00  =  1.936  +  %,  rough  approximation  of 
effective  rate. 

But  we  found  in  the  preceding  problem  that  this  approximate  rate  is  too 
large  on  bonds  issued  at  a  discount,  because  it  is  computed  on  a  simple 
interest  basis  instead  of  on  a  compound  interest  basis.  We  shall,  therefore, 
assume  a  trial  rate  somewhat  smaller,  and  work  out  the  amortization. 
Using  1.90%  a  month,  the  amortization  is  as  indicated  below: 

First  month :  effective  principal $900,000.00 

Add  interest  at  1.9%  on  $900,000 11,400.00 

Total  $911,400.00 

Deduct  note  paid $25,000.00 

Interest  thereon  166.67         25,166.67 

Second  month :  effective  principal $586,233.33 

Add  interest  at  1.9%  on  $586,233.33 11,138.43 

Total    $597,371-76 

Deduct  note  paid $25,000.00 

Interest  thereon 333-33          25,333.33 

Third  month  :  effective  principal $572,038.43 

Add  interest  at  1.9%  on  $572,038.43 10,868.73 

Total    $582,907.16 

Deduct  note  paid  $25,000.00 

Interest  thereon 500.00          25,500.00 

Fourth  month :  effective  principal $557>4°7-I6 

Add  interest  at  1.9%  on  $557,407.16 10,590.74 

Total    $567,997-90 

Deduct  note  paid  $25,000.00 

Interest  thereon  ..  667.67          25,666.67 
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Fifth  month :  effective  principal $542,331.23 

Add  interest  at  1.9%  on  $542,33 1.23 10,304.29 

Total    $552,635.52 

Deduct  note  paid  $25,000.00 

Interest  thereon  833.33  2533343 

Sixth  month :  effective  principal $526,802.19 

Add  interest  at  1.9%  on  $526,802.19 10,009.24 

Total $5363"43 

Deduct  note  paid $25,000.00 

Interest  thereon 1,000.00 

Interest  on  notes  outstanding 22,000.00  48,000.00 

Seventh  month :  effective  principal $488,81 143 

Add  interest  at  1.9%  on  $488,811.43 9,28742 

Total    $498,098.85 

Deduct  note  paid $25,000.00 

Interest  thereon 166.67  25,166.67 

And  so  forth  r!own  to  the  28th  period:  effective 

principal    $36,716.38 

Add  interest  at  1.9%  on  $36,716.38 697.61 

Total    $37413.99 

Deduct  note  paid  $25,000.00 

Interest  thereon 666.67  25,666.67 

Over-amortization  caused  by  too  high  a  rate $11,747.32 

Another  attempt  will  now  be  made  to  approximate  the  rate  by  dividing 
the  total  interest  by  the  sum  of  the  approximate  effective  principals;  but 

instead  of  using  90%  of  the  notes  outstanding  each  period  as  the  effective 
principals  we  shall  use  the  effective  principals  shown  in  the  schedule  of 
amortization  at  1.9%: 

First  period $  900,000.00 

Second  period 586,233.33 

Third  period  572,03843 

Fourth  period  557,407.16 

Fifth  period   542,331-23 

Sixth  period   526,802.19 

Seventh  period  488,81143 

Et  cetera,  down  to  twenty-eighth  period 36,716.38 

Total   $9442,842.28 
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But  these  effective  principals  are  too  large,  as  shown  by  the  fact  that 
there  is  a  remainder  of  $11,747.32  at  the  end  of  the  twenty-eighth  period. 
This  excess  increased  in  an  approximate  arithmetical  progression  from  be- 
ginning of 

First  period o 

Twenty-ninth    $11,747.32 


Total   ..f. 

Multiply  by  *£  of  29 14^       $170.336.14 


Estimated  sum  of  effective  principals $9,272,506.14 


Then  167,666.67  -=-  9^272,506.14  =  1,8082%. 

Trying  \&i%,  there  is  a  remainder  or  over-amortization  of  $9.24  at 
the  end  of  the  twenty-eighth  period.  This  discrepancy  is  so  small  that  for 
most  purposes  there  would  be  no  object  in  computing  the  rate  to  a  greater 
degree  of  accuracy.  If  necessary,  the  above  method  can  be  applied  again  as 
follows : 

Sum  of  effective  principals  in  table  of  amortiza- 
tion at  1.81% $9,263,861.23 

Over-amortization  at  i&i.% $9.24 

One-half  thereof  4.62 

Multiply  4.62  by  29,  and  deduct  the  product 133-98 


Estimated  total  of  effective  principals $9,263,727.25 


Then  167,666.67  -H  9,263,727.25  =  1.809926  +  %,  the  effective  rate  per 
month. 


Illinois  Society  of  Certified  Public  Accountants 
At  the  annual  meeting  of  the  Illinois  Society  of  Certified  Public  Ac- 
countants, September  14,  1920,  the  following  officers  were  elected:  presi- 
dent, C.  R.  Whitworth ;  vice-president,  G.  W.  Rossetter ;  secretary-treasurer, 
John  K.  Laird;  directors,  Andrew  Sangster,  John  Medlock,  Frank  M. 
Boughey  and  W.  B.  Castenholz. 


Lybrand,  Ross  Bros.  &  Montgomery  announce  the  opening  of  an  office 
in  the  Book  building,  Detroit,  Michigan,  under  the  supervision  of  T.  B.  G. 
Henderson,  and  under  the  direct  management  of  Richard  Fitz-Gerald  and 
Conrad  B.  Taylor. 


Dennis  &  Young  announce  dissolution  of  partnership.     W.  H.  Dennis 
announces  that  he  will  continue  in  practice  at  87  Nassau  street,  New  York. 


Thomas  J.  O'Brien,  Jr.,  announces  the  opening  of  offices  in  the  Liberty 
Bank  &  Trust  building,  Savannah,  Georgia. 
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Examination  in  Auditing 

NOVEMBER  16,  1920,  9  A.  M.  TO  12 130  P.  M. 
Answer  all  the  following  questions: 

1.  You  are  called  to  audit  the  accounts  of  a  large  railroad 
system.  State  shortly  what  its  sources  of  income  are,  what  records 
you  would  expect  to  find  containing  the  details  of  them,  how  they 
are  generally  summarized  in  order  to  bring  them  on  the  books  of 
the   company,    and   how   you   would   satisfy   yourself    of    their 
accuracy. 

2.  In  auditing  the  accounts  of  a  large  corporation  you  find  an 
account  with  Liberty  bonds,  charged  with  $200,000.00,  represent- 
ing the  cost  of  bonds  subscribed  and  paid  for  by  the  company.    At 
the  date  of  the  balance-sheet  to  which  you  are  to  certify,  the  bonds 
had  a  market  value  of  $187,500.00.  What  attitude  would  you  take 
as  to  their  valuation  in  the  balance-sheet  ? 

3.  What  do  you  understand  by  the  terms 

(a)  Contingent  assets? 

(b)  Contingent  liabilities? 
Give  three  illustrations  of  each. 
Where  would  you  look  for  items  ? 

Should  they  be  set  up  on  the  books  of  the  company? 
Should  they  appear  on  a  certified  balance-sheet  of  the  company? 
If  so,  where  and  how  stated? 

4.  How  may  the  amount  of  a  merchant's  stock  on  hand  be 
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estimated  from  time  to  time  when  it  is  not  practicable  to  take  a 
physical  inventory  more  than  once  a  year? 

5.  State  concisely  your  understanding  of  the  purpose  of  and 
the  difference  between  the  following  kinds  of  audits,  indicating 
briefly  your  conception  in  the  absence  of  special  instruction  of  the 
extent  of  your  responsibility  in  each  case,  whose  interests  you 
would  consider  yourself  obligated  to  protect,  and  the  forms  of 
certificates  you  would  expect  to  furnish,  assuming  no  qualifica- 
tions were  desired.    Except  where  stated  to  the  contrary,  you  may 
assume  the  audits  relate  to  a  corporation. 

(a)  Continuous  or  periodical  cash  audit. 

(b)  Annual  audit. 

(c)  Financial  audit  or  investigation. 

(d)  General  audit  of  trustees  or  executors'  accounts  for  pro- 
bate. 

(e)  Audit  required  under  a  patent  infringement. 

6.  What  steps  should  be  taken  in  the  most  complete  possible 
verification    of    the    capital    stock    account    of    a    corporation 
in  an  audit  for  a  year,  if  during  that  year  the  authorized  capital 
was  increased  and  new  stock  was  issued,  and  certain  shares  were 
acquired  and  held  by  the  company  (assuming  that  it  is  legal  to  do 
so),  and  if  (a)  there  is  a  registrar  of  the  stock  and  (b)  there  is 
not? 

7.  State  definitely  the  procedure  you  would  follow  in  verifying 
the  liability  of  a  corporation  on  account  of  notes  payable  as  shown 
by  its  books. 

8.  You  are  engaged  by  bankers  to  undertake  an  investigation  of 
a  business  incidental  to  a  proposed  refinancing.    The  instructions 
from  the  bankers  are  received  subsequent  to  the  date  of  the  balance 
sheet  to  which  you  are  expected  to  certify.  How  would  you  proceed 
to  verify  the  asset  of  cash,  explaining  the  necessity  for  each  step? 

9.  Draft  forms  of  certificates  for  inventory  and  outstanding 
liabilities  of  a  manufacturing  business  with  which  you  are  fami- 
liar, stating  nature  of  the  business. 

10.  In  auditing  the  books  of  a  corporation  you  find  that  certain 
officers,  apparently  without  any  authorization,  are  indebted  heavily 
to  the  corporation.     How  would  you  proceed  in  such  circum- 
stances ? 
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Examination  In  Accounting  Theory  and  Practice 

Part  I 

NOVEMBER  16,  1920,  i  P.  M.  TO  6  P.  M. 

Answer  questions  I  and  2  and  any  three  other  questions 

THE  NATIONAL  SHALE  BRICK  COMPANY,  INC. 

Trial  balance — October  31,   1920 

Allowances  on  sales $  1,500.00 

Accounts  receivable  22,000.00 

Accounts  payable  $  19,000.00 

Bonds — first   mortgage  6% 150,000.00 

Buildings : 

Tunnel  kilns  150,000.00 

Periodic  kilns ico.ooo.oo 

Gas  producer  50,000.00 

Dryer  tunnels 10,000.00 

Mill — pans  and  machines  10,000.00 

Power-house 5,000.00 

Sheds  and  stables 2,000.00 

Cash  in  bank 2,000.00 

Capital — 1,000  shares  at  $100.00  each 100,000.00 

Coal  on  hand  1,200.00 

Discounts  on  sales 4,500.00 

Gas  coal  used — kiln  firing 55,000.00 

Horses  and  carts 1,000.00 

Inventory — bricks,  November  i,  1919 5,711-75 

Interest  on  bonds  6,750.00 

Insurance 2,500.00 

Labor : 

Quarry 12,000.00 

Pans  and  machines 36,000.00 

Dryer  8,000.00 

Setting  27,000.00 

Kiln  firing 65,000.00 

Unloading,  etc 30,000.00 

Power 7,000.00 

Materials  and  supplies  used  : 

Pans  and  machines 15,000.00 

Quarry 3,000.00 

Dryers  1,500.00 

Setting  750.00 

Kiln  firing 3,000.00 

Unloading  kilns,  etc 4,000.00 

Power  5,000.00 
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Machinery  and  equipment : 

Pans  and  machines $50,000.00 

Power-house  15,000.00 

Quarry 10,000.00 

Materials  and  supplies  on  hand 1,800.00 

Office  supplies  and  expenses 2,500.00 

Prepaid  taxes 600.00 

Payroll  $  3,500.00 

Quarry  rentals  paid  in  advance 7,500.00 

Sales— brick    415,000.00 

Sales — coke — net   7,000.00 

Sales — broken  and  spoiled  brick — net 2,000.00 

Salaries — officers'    10,000.00 

Salaries — office    4,000.00 

Steam  coal  used : 

Drying 5,000.00 

Power 6,000.00 

Quarry   2,000.00 

Superintendence  10,000.00 

Taxes  3,000.00 

Reserve  for  depreciation 25,000.00 

Unexpired  insurance   750.00 

Surplus 53,o6i.75 


$774,561.75      $774,561.75 

The  foregoing  is  the  trial  balance  of  the  National  Shale  Brick 
Co.,  Inc.,  manufacturers  of  shale  bricks.  The  operations  consist 
of  ( i )  blasting,  digging  and  conveying  the  shale  to  the  machines, 
called  quarrying,  (2)  grinding,  mixing  and  moulding  the  wet 
bricks,  called  pans  and  machines,  (3)  drying,  (4)  building  the 
bricks  in  the  kiln  and  preparing  the  kiln  for  firing,  called  setting, 
(5)  burning  or  kiln  firing,  (6)  opening  the  kiln  and  unloading  and 
stocking  the  burnt  bricks,  called  unloading. 

The  kilns  are  equipped  with  gas  burners,  the  gas  being  pro- 
duced on  the  premises.  Some  coke  is  obtained  from  the  gas  pro- 
ducer, which  is  sold. 

The  production  reports  for  the  year  ended  October  31,  1920, 
are: 

Wet  bricks  produced  18,000,000 

Good  and  carried  to  dryers 17,600,000 

Spoiled  in  drying  850,000 

Spoiled  in  burning 830,000 

Set  in  kilns 16,000,000 
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Bricks  sold  during  the  year  were  14,500,000. 

The  inventories  of  bricks  on  hand  November  I,  1919,  were  as 

follows : 

Burned  bricks  in  yard SS.ooo  @  $16.25  $  893.75 

Burned  bricks  in  kilns 200,000  @     14.75  2,950.00 

Bricks  burning  in  kilns 100,000  @     10.20  1,020.00 

Green  bricks  in  kilns 80,000  @      7.10  568.00 

Green  bricks  in  dryers 50,000  @      5.60  280.00 


$5,711-75 

The  candidate  is  required  to  calculate  the  number  of  bricks  on 
hand  October  3ist,  but  is  advised  that,  of  the  total,  100,000  are  in 
the  kiln  completely  burned,  250,000  are  in  process  of  burning, 
100,000  green  bricks  are  in  the  kiln.  Bricks  in  process  of  burning 
and  drying  are  taken  as  averaging  half  the  process.  Shale  and  wet 
bricks  from  the  machine  are  used  as  produced  and  no  inventory  is 
taken  into  account. 

The  inventories  are  priced  at  cost.  In  the  case  of  burnt  bricks 
work  overhead  is  included ;  in  other  cases  it  is  excluded. 

The  shale  bed  is  rented,  rental  being  payable  at  the  end  of  each 
year  on  the  tonnage  used.  This  is  calculated  at  the  rate  of  3^  tons 
per  thousand  wet  brick  and  the  rate  is  10  cents  per  ton.  The  agree- 
ment provides  for  a  minimum  rental  of  $4,000.00  per  annum.  In 
case  the  quantity  of  shale  used  is  not  sufficient  to  make  the 
$4,000.00  the  company  is  allowed  to  retain  the  difference  out  of 
subsequent  years  in  which  the  quantity  used  may  amount  to  more 
than  $4,000.00. 

Depreciation :  Per  cent 

per  annum 

Tunnel  kilns 

Periodic  kilns IO 

Gas  producer  

Dryer  tunnels 

Machinery  equipment 

Other  buildings  5 

Sheds  and  stables  2O 

Power  is  divided  10%  to  kiln  firing,  90%  to  pans  and  machines. 

Prepare  statements  showing  cost  of  manufacture,  cost  per 
thousand  bricks  for  each  operation,  profit  and  loss  account  and 
balance-sheet. 

2.     (2)  The  X  Y  Z  company  established  for  ten  years  has  a 
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machinery  and  equipment  account  which  has  been  increased  from 
year  to  year  as  new  equipment  purchases  have  been  made.  It 
appears  also  that  certain  renewals  and  repairs  have  been  charged 
to  this  account.  Each  year  a  credit  has  been  made  to  the  account 
for  depreciation,  offset  by  corresponding  debit  to  profit  and  loss 
account,  the  ratio  of  depreciation  being  adequate.  The  company 
now  disposes  of  a  part  of  its  plant  at  a  price  equal  to  what  was 
paid  for  it  seven  years  previously  and  credits  the  entire  amount 
to  machinery  and  equipment  account.  What  adjustments,  if  any, 
are  needed  to  correct  the  account  ? 

(b)  The  company  also  has  several  delivery  trucks  charged  to 
truck  account  at  cost,  against  which  it  has  set  up  depreciation  at 
end  of  each  year  by  credit  to  a  separate  reserve  for  depreciation  of 
trucks,  debiting  the  amount  to  profit  and  loss  account.  A  truck 
was  purchased  January  I,  1918,  for  $4,000.00.  Depreciation  has 
been  provided  at  20%  per  annum.  On  December  31,  1919,  the 
truck  is  wrecked  by  collision.  $1,000.00  is  obtained  from  the  in- 
surance company  and  $250.00  obtained  from  salvage.  What 
entries  are  needed  to  adjust  the  ledger  accounts? 

3.  In  a  certain  department  of  a  large  dry-goods  house  the  pur- 
chases for  a  year  were  $30,000.00.    They  were  in  the  first  place 
marked  up  for  "selling"  purposes  to  $45,000.00.    Later  additional 
mark-ups  amounting  to  $2,000.00  were  made  and  mark-downs 
were  also  recorded  aggregating  $5,000.00.    At  the  end  of  the  fiscal 
period  there  were  found  to  be  on  hand  goods  of  the  marked  selling 
value  of  $10,000.00.    State  how  you  would  ascertain  their  inven- 
tory value  for  the  purpose  of  closing  the  books  and  calculate  the 
amount.    Explain  fully. 

4.  Mr.  Richard  Roe,  a  married  man,  requests  you  to  prepare 
his  federal  income-tax  return  for  the  ten  months  ended  December 
31,  1919,  from  the  following  information  which  he  has  submitted 
to  you : 

INCOME    RECEIVED    DURING    THE    YEAR 

Salary    $5,000.00 

Directors'  fees lOS.oo 

Rent  of  property  (net) 7,596-54 

Interest  on  investments  1,648.32 

Dividends  on  bank  stock 2,500.00 

Dividends  on  stock  held  in  industrial  companies 11,500.00 

Dividends  on  stock  of  a  corporation  organized  and 

doing  business  in  a  province  of  Canada 1,500.00 
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He  has  paid  out: 

Interest  on  his  personal  indebtedness $2,500.00 

Taxes  on  income-producing  real  property 1,600.00 

Taxes  on  real  property  not  producing  income ....  400.00 

Personal  household  expenses 2,500.00 

He  also  reports: 

Loss  of  a  dwelling  house,  from  which  he  had  re- 
ceived rents,  by  fire,  no  insurance  being  carried        1,200.00 
Judgment  rendered  against  him  in  his  suit  to  collect 
on  the  past  due  note  of  Harry  Hanson — 

Principal   2,000.00 

Interest    ' 320.00 

Legal  expenses 150.00 

$2,470.00 

State  the  resultant  tax.    The  rates  for  individual  taxes  for  1919 
were: 

First  $4,000.00—4%,  thereafter  8% 
Surtax 

Per  cent 

$  5,000.00  to  $  6,000.00—  i 
6,000.00  "  8,000.00 —  2 
8,000.00  "  10,000.00 —  3 
10,000.00  "  12,000.00 —  4 
12,000.00  "  14,000.00 —  5 
14,000.00  "  16,000.00 —  6 
16,000.00  "  18,000.00 —  7 
18,000.00  "  20,000.00 —  8 
20,000.00  "  22,000.00 —  9 
22,000.00  "  24,000.00—10 
24,000.00  "  26,000.00 — 1 1 
26,000.00  "  28,000.00 — 12 
28,000.00  "  30,000.00 — 13 

A  married  man  is  entitled  to  an  exemption  of  $2,000.00. 

5.    The  balance-sheet  of  the  Rozinante  Company  at  June  30, 
1920,  was  as  follows: 

Assets  Liabilities 

Plant  and  equipment $15,000.00    Capital  stock $25,000.00 

Merchandise   3,000.00    Accounts  payable 2,000.00 

Cash    1,000.00 

Deficit  .  8,000.00 


$27,000.00 
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A  and  B  buy  the  entire  stock,  new  certificates  being  made  out 
to  them  in  equal  proportions.  The  price  agreed  upon  is  $20,000.00, 
of  which  $15,000.00  is  paid  in  cash,  the  balance  being  represented 
by  a  joint  and  several  note  for  $5,000.00  signed  by  A  and  B.  In 
addition,  the  former  stockholders,  X  and  Y,  as  part  of  a  contract, 
are  allowed  to  withdraw  the  $1,000.00  cash  shown  in  the  above 
balance-sheet. 

Without  consulting  an  accountant,  A  and  B  open  a  new  set  of 
books,  but  are  uncertain  how  much  to  credit  capital  stock.  They 
therefore  ask  the  former  stockholders  what  their  $25,000.00  credit 
to  capital  stock  represents,  and  are  informed  that  "it  was  the 
amount  we  paid  for  the  stock  of  the  corporation  when  it  was 
organized."  Acting  on  this  information  they  credit  capital  stock 
with  the  price  they  agreed  to  pay  for  it,  opening  new  books  by  the 
following  journal  entry: 

Plant  and  equipment  $15,000.00 

Merchandise   3,000.00 

Goodwill   9,000.00 

Capital  stock  $20,000.00 

Accounts  payable 2,000.00 

Notes  payable  to  X  and  Y 5,000.00 

As  the  corporation  is  in  need  of  funds  an  attempt  is  made  to 
borrow  $1,500.00.  The  bank  will  not  accept  the  corporation's  note 
but  offers  to  lend  $750.00  to  A  and  the  same  amount  to  B  on  their 
personal  notes.  The  notes  are  issued  and  the  cash  deposited  in 
bank  to  the  credit  of  the  corporation.  A  and  B  agree  that  this 
$1,500.00  shall  be  considered  "an  additional  investment"  and  an 
entry  is  made  debiting  cash  and  crediting  capital  stock,  $1,500.00. 

When  the  notes  mature  a  cheque  for  $1,500.00  is  drawn  on  the 
corporation's  bank  account,  but  the  bookkeeper  does  not  know 
what  account  to  charge  and  asks  for  your  advice.  Upon  investi- 
gation you  find  the  facts  as  set  forth  above. 

Comment  on  the  propriety  of  the  transactions  and  the  entries 
and  state  what  entries  you  would  advise  the  bookkeeper  to  make. 

6.  The  following  letter  is  received  by  a  practising  accountant 
from  a  man  not  previously  known  to  the  former. 

"I  am  contemplating  the  purchase  of  a  business,  the  proposal 
of  the  present  owner  being  that  I  pay  him  a  flat  price  of  $500,- 
ooo.oo.  He  states  that  the  plant  and  real  estate  are  worth  $200,- 
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ooo.oo,  the  inventories  and  accounts  receivable  $250,000.00  and  the 
cash  $30,000.00.  The  liabilities  of  the  business  which  would  be 
assumed  by  the  purchaser  amount  to  $120,000.00.  The  profits  arc 
said  to  be  good  and  stable. 

"The  nature  of  the  business  apeals  to  me  and  I  am  much  in- 
terested in  the  proposition,  but  I  have  never  had  any  experience 
in  such  matters  and  cannot  make  up  my  mind.  I  do  not  know 
how  to  determine  what  the  business  is  worth  or  what  dangers  are 
involved  in  taking  over  a  business  in  this  way.  My  lawyer  has 
suggested  to  me  that  public  accountants  are  generally  employed 
in  such  circumstances.  Not  having  engaged  any  in  the  past  I  do 
not  know  in  just  what  way  their  services  would  be  useful  to  me 
in  making  up  my  mind  or  in  taking  delivery  if  I  should  accept  the 
proposition. 

"Will  you  kindly  advise  me  in  the  matter  ?" 

Write  an  answer  to  the  above  letter. 

Examination  in  Commercial   Law 

NOVEMBER  17,  1920,  9  A.  M.  TO  12:30  P.  M. 

Give  reasons  for  all  answers 
NEGOTIABLE  INSTRUMENTS 
Answer  three  of  the  following  four  questions : 

1.  Is  the  following  a  negotiable  instrument? 

Boston,  Mass.,  July  I,  1920.  One  year  after  date,  for  value 
received,  the  Y.  Z.  corporation  promises  to  pay  to  the  order  of 
Adam  Brown  three  thousand  dollars  with  interest  at  the  office  of 
the  Y.  Z.  corporation,  Boston,  Mass.,  or,  at  the  option  of  the 
holder  thereof  upon  the  surrender  of  this  note,  to  issue  to  the 
holder  hereof  in  lieu  thereof  thirty  shares  of  the  preferred  stock 
of  said  Y.  Z.  corporation  and  to  pay  to  the  holder  hereof  in  cash 
the  interest  then  due  upon  said  sum.  The  Y.  Z.  Corporation,  by 
Y.  Z.,  President. 

2.  What  is  the  effect  of  indorsement  of  a  negotiable  instrument 

(a)  by  an  infant? 

(b)  without  consideration,  by  a  corporation? 

3.  A  sold  his  automobile  to  B,  warranting  it  to  be  a  1918  model 
in  good  mechanical  condition.    B  gave  A  his  note  in  payment  of 

409 


The   Journal    of    Accountancy 

the  purchase  price,  of  which  note  C  became  the  holder  in  due 
course.  B,  after  a  few  days,  found  that  the  automobile  was  a 
1917  model  and  in  such  defective  condition  that  its  actual  value 
was  but  a  small  proportion  of  the  purchase  price  paid  by  him,  of 
all  of  which  X  had  knowledge.  X  subsequently  purchased  the 
note  from  C.  Could  he  enforce  the  note  against  B  ? 

4.  How  may  a  "qualified  endorsement"  be  made  and  what  is 
the  effect  of  such  an  endorsement? 

CONTRACTS 
Ansrver  both  the  following  questions: 

5.  A  entered  into  the   following  agreement  with  the  R.  S. 
Cement  company: 

"Memorandum  of  agreement  made  this  6th  day  of  July,  1905, 
between  A,  first  party,  and  R.  S.  Cement  company,  second  party, 
to  wit,  first  party  agrees  to  give  the  'R.  S.'  brand  cement  the  pref- 
erence in  his  sales  of  cement  for  the  year  1905,  and,  in  considera- 
tion thereof,  second  party  agrees  to  sell  said  brand  of  cement  to 
the  first  party  during  the  year  1905  at  the  price  of  95  cents  a  bbl. 
f .  o.  b.  Haverstraw,  New  York." 

A  ordered  several  shipments  of  cement  which  were  duly  de- 
livered and  paid  for.  Subsequently  the  market  price  for  cement 
rose  and  the  cement  company  notified  A  that  it  would  furnish  no 
more  cement  under  the  agreement.  A  then  purchased  his  cement 
elsewhere  during  the  remainder  of  the  year  at  higher  market  prices, 
and  he  sought  to  recover  from  the  cement  company  as  damages  the 
difference  between  the  cost  of  the  cement  purchased  by  him  at  the 
prevailing  market  price  and  what  the  cement  would  have  cost  at 
the  price  provided  in  the  agreement.  Could  he  recover  ? 

6.  Define 

(1)  a  joint  contract. 

(2)  a  joint  and  several  contract,  and  point  out  the  rights  of 
the  respective  parties  under  each. 

CORPORATIONS 
Answer  both  the  following  questions: 

7.  In  what  circumstances  are  directors  of  a  corporation  au- 
thorized to  declare  dividends,  and  what  are  the  liabilities  of  direct- 
ors for  declaring  an  unauthorized  dividend  ? 
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8.  The  X  corporation  owns  certain  personal  property  of  which 
B  has  wrongfully  taken  possession.    A  owns  all  of  the  stock  of  the 
X  corporation  and  brings  in  his  own  name  an  action  to  recover 
the  property  from  B.    Is  A  entitled  to  recover? 

PARTNERSHIP 
Answer  one  of  the  following  two  questions : 

9.  A,  B  and  C  form  a  partnership,  each  by  mutual  agreement 
contributing  equally  to  the  original  capital.     Later  C  furnished 
various  further  sums  to  the  partnership  to  prevent  financial  diffi- 
culties, the  partnership  finally  being  obliged  to  make  an  assignment 
for  the  benefit  of  its  creditors.    What  are  C's  rights  with  regard 
to  the  additional  sums   furnished  by  him? 

10.  C  is  admitted  as  a  partner  in  a  partnership  composed  of  A 
and  B  on  contributing  a  certain  amount  to  the  partnership  capital. 
Prior  to  C's  admission,  the  partnership  of  A  and  B  incurred  a  large 
obligation  which  subsequent  to  C's  admission  as  a  partner  the  part- 
nership assets  were  insufficient  to  satisfy.     A  and  B  having  no 
financial  responsibility,  X  seeks  to  satisfy  his  claim  out  of  the 
individual  assets  of  C.    Can  he  succeed? 

BANKRUPTCY 
Answer  the  following  question : 

11.  On  examining  the  books  of  the  Y  corporation  you  find  a 
judgment  in  favor  of  the  corporation  against  A  for  $1,000.00  re- 
covered on  December  10,  1919.    You  also  find  that  on  July  16, 
1920,  A  filed  a  voluntary  petition  in  bankruptcy  showing  assets 
(both  real  and  personal  property)  amounting  to  several  thousand 
dollars,  and  liabilities  consisting,  in  addition  to  the  judgment,  of 
amounts  due  on  various  promissory  notes  and  open  accounts.  How 
would  you  treat  the  judgment  in  preparing  a  financial  statement 
for  the  corporation  ? 

FEDERAL  INCOME  TAX 

Answer  the  following  question : 

12.  In  1909  A  and  B  formed  a  corporation  for  the  purpose  of 
conducting  the  business  then  carried  on  by  them  under  a  partner- 
ship, each  taking  equally  shares  of  the  capital  stock.     B  died  on 
June  i,  1917,  bequeathing  his  shares  of  stock  to  his  son  Z  by  will. 
Because  of  B's  death  the  corporation  ceased  active  business  and 
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began  to  liquidate.  From  time  to  time  assets  were  disposed  of  and 
dividends  were  declared  and  paid  from  the  moneys  received.  What 
is  the  status  of  such  dividends  for  federal  income-tax  purposes 

1 i )  as  regards  A  ? 

(2)  as  regards  Z? 

Examination   in  Accounting  Theory  and  Practice 
PartJI. 

NOVEMBER  17,  1920,  i  P.  M.  TO  6  P.  M. 

Answer  questions  i,  2,  3  and  any  three  other  questions: 
i.    You  are  requested  by  the  president  of  a  corporation  to  assist 
in  the  preparation  of  the  federal  income  and  excess  profits  tax  re- 
turn of  his  company  for  the  calendar  year  1919,  and  for  the  pur- 
pose thereof  the  following  data  are  submitted  to  you : 
THE  NOVEMBER  CORPORATION 

CONDENSED    TRIAL    BALANCE     (AFTER     CLOSING) 

For  the  year  from  January  i,  1919,  to  December  31,  1919 


Particulars 
Properties    

January  I 
Dr.               Cr. 
$2,500,000 
$500,000 

1,500,000 
250,000 

IOO,OCO 

3,000,000 
500,000 
2,500,000 
100,000 
1,400,000 
90,000 

60,000 
50,000 
1,500,000 
2,500,000 
1,000,000 
1,600,000 

December  31 
Dr.                  Cr. 
$3,500,000 
$700,000 

1,500,000 

250,000 

100,000 
5,000,000 
1,000,000 
3,000,000 
250,000 
2,000,000 
80,000 

60,000 
40,000 

1,125,000 
4,500,000 
1,000,000 
1,105,000 

Depreciation   reserve.. 
Goodwill  acquired   for 
stock  

Investments  in  stock  of 
other  corporations  at 
cost  — 
Domestic    corps. 
(25%  interest).. 
Foreign      corps. 
(20%    interest)  . 
Inventories   

Inventory  reserves  
Receivables   

Bad  debt  reserves  
Cash  

Bond  discount  

Commission  paid  on  is- 
sue of  common  stock 
Prepaid  expenses  

Preferred   stock  

Common  stock  

Bonds  

Current    liabilities  
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Provision  for  federal 
income  and  profits 
taxes  $  700,000  $  2,000,000 

Contingent  reserve 250,000  250,000 

Preferred  stock  re- 
demption fund 150,000  525,000 

Earned  surplus 2,150,000  2,575',ooo 

Capital  surplus  result- 
ing from  appraisal 
of  properties 500,000  500,000 

$11,450,000    $11450,000          $15,530,00     $15,530,000 

STATEMENT    OF    PROFITS    AND   INCOME 

For  the  year  ended  December  31,  1919 

Sales $25,000,000.00 

Less  cost  of  sales  15,000,000.00 

Gross  profit  $10,000,000.00 

Deduct  selling,  general  and  administration  expenses : 

Selling  expenses $  3,500.000.00 

Advertising    500,000.00 

Collection  expenses  200,000.00 

Contingent  losses  on  bad  and  doubtful  accounts 200,000.00 

General  office  salaries 100,000.00 

Profit-sharing  bonus  of  executives   250,000.00 

Taxes : 

Real  and  personal  property  taxes 50,000.00 

Capital  stock  tax  5,000.00 

Special   assessments    10,000.00 

Life  insurance  policy  premiums   5,000.00 

Charitable  contributions : 

Public  subscriptions 25,000.00 

Employees'   welfare   30,000.00 

Total  expenses   $4,875,000.00 

Net  profits  from  operations  $5,125,000.00 

Add  other  income: 

Dividends  received   from  domestic  corpora- 
tions          $100,000.00 

Dividends  on  foreign  investments 50,000.00 

Interest  received  10,000.00        160,000.00 

$5,285,000.00 
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Deduct : 

Interest  paid    $250,000.00 

Proportion  of  bond  discounts  written  off.  ...        10,000.00         260,000.00 


Net  profits  and  income $5,025,000.00 

Deduct : 

Expenses  in  connection  with  issue  of 

capital  stock  $50,000.00 

Provision  for  federal  income  taxes  (pre- 
liminary estimate)  2,000,000.00 

Special  reserve  against  inventory.. 500,000.00      2,550,000.00 


Surplus  net  profits  $2,475,000.00 

SURPLUS    ACCOUNT 

For  the  year  ended  December  31,  1919 

Balance  at  the  beginning  of  the  year $2,650,000.00 

Net  profits  for  year 2,475,000.00 


$5,125,000.00 
Less: 

Excess  of  1918  federal  taxes  actually  paid 
over  amount  provided  at  December  31, 
1918 $100,000.00 

Cash  dividends  paid  on  preferred  stock : 

January  31,   1919 $20,000.00 

April  30,  1919   20,000.00 

July  31,  1919  20,000.00 

October  31,  1919 15,000.00       75,000.00 


Dividends  paid  on  common  stock : 

In  cash : 

February  28,   1919   $250,000.00 

August  31,  1919  250,000.00     500,000.00 

In  stock : 

August  31,   1919 1,000,000.00 

Preferred  stock  redemption  fund 375,000.00      2,050,000.00 


$3,075,000.00 

You  are  also  informed  that  the  company  was  organized  on  Jan- 
uary, i,  1910,  with  an  authorized  and  issued  capital  of  $4,150,000.00, 
divided  as  to 

Preferred   stock    $1,650,000.00 

Common  stock   2,500,000.00 
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You  are  further  informed  that  of  this  capital  $1,000,000.00 
common  stock  was  sold  to  an  underwriting  syndicate  for  cash  at 
par,  less  6%  commission,  and  that  the  remainder  of  the  stock  was 
issued  to  the  vendor  company  in  acquisition  of  the  business,  prop- 
erty, goodwill  and  other  assets  taken  over.  The  capital  stock 
outstanding  has  been  unchanged  from  the  date  of  organization  to 
January  i,  1919,  except  as  to  the  redemption  of  the  preferred  stock 
indicated,  which  took  place  March  31,  1917.  The  book  values  of 
the  fixed  properties  are  based  on  an  appraisal  made  by  an  appraisal 
company  as  at  March  i,  1913.  In  addition  to  the  common  stock 
dividend  paid  during  the  year,  the  company  issued  a  further 
$1,000,000.00  common  stock,  which  was  sold  for  cash  at  par  as 
follows : 

August  31  $500,000.00 

October  31  500,000.00 

On  October  31,  1919,  it  also  redeemed  for  cash  and  retired  pre- 
ferred stock  at  par  to  the  amount  of  $375,000.00. 

You  may  assume  the  company  was  not  engaged  on  any  govern- 
ment contracts  throughout  the  year  1919. 

Prepare  draft  statements  showing 

(1)  The  amount  of  the  company's  "invested  capital"  for  the 
year,  which  the  treasury  authorities  will  recognize  for  the  purpose 
of  computation  of  taxes. 

(2)  The  taxable  net  income  for  the  year. 

(3)  The  amount  of  income  and  excess  profits  taxes  assessable 
for  the  year. 

Excess  profits  exemption  for  1919  was  8%  of  invested  capital  plus  $3,000. 
Excess  profits  rates  for  1919  were : 

First  bracket 20% 

Second     "      40 

Income  following  in  first  bracket  is  that  portion  thereof  not  exceeding  20% 

of  invested  capital.    Income-tax  rate  for  1919  was  10%,  with  exemption 

of  $2,000. 

2.  A  company  was  incorporated  as  of  January  i,  1920,  to  take 
over  certain  mines.  The  properties  had  been  operated  for  some 
time  by  a  receiver,  the  bondholders  having  bid  in  the  properties  at 
a  foreclosure  sale  through  a  committee  which  turned  over  the  pro- 
perties to  the  new  company. 

The  plan  of  reorganization  provided  for  the  issuance  to  the 
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bondholders  of  the  old  company  of  $1,000,000.00  preferred  stock 
and  10,000  shares  of  common  stock  of  no  par  value  of  the  new 
company,  being  its  entire  capitalizaton.  An  arrangement  was 
made  whereby  the  stockholders  receiving  such  securities  returned 
to  the  treasury  of  the  new  company  as  a  donation  2,500  shares  of 
common  stock  with  the  understanding  that  such  shares  should  be 
issued  to  the  president  for  services  to  be  rendered  during  the  next 
five  years,  delivery  of  such  stock  to  be  made  to  him  1/5  at  the  end 
of  each  year. 

The  properties  and  assets  acquired  by  the  new  company  were  as 
follows : 

Mines  and  fixed  properties $1,800,000.00 

Current  assets   300,000.00 


$2,100,000.00 
Less  current  liabilities 200,000.00 


Net  assets  $1,900,000.00 

1 I )  Prepare  an  opening  entry  to  record  the  acquisition  of  the 
properties  and  capitalizaton. 

(2)  How  would  you  treat  the  2,500  shares  donated  by  the 
stockholders  ? 

(3)  How  would  the  accounts  of  the  next  five  years  be  affected 
by  delivery  to  the  manager  of  1/5  of  such  donated  stock  at  the 
close  of  each  year? 

3.  The  officers  of  the  A.  company  find  that  they  are  unable  to 
meet  current  obligations  and  a  receiver  is  appointed  on  April  28, 
1919.  The  receiver  calls  for  an  inventory  and  a  statement  as  at 
date  of  appointment,  which  is  given  as  follows : 

Assets  Liabilities 

Machinery  and  equipment . $507,300.00    Reserve  for  depreciation.. $    7,300.00 

Consigned  merchandise. . .  220,000.00    J.  Smith  &  Co 250,000.00 

Merchandise  at  mill 1 15,000.00    Bank  loans 105,000.00 

Cash   800.00    Acceptances  15,000.00 

Accounts  receivable 1,400.00    Bank  overdraft 1,000.00 

Unexpired  insurance 800.00    City  taxes  accrued 4,000.00 

Employees'      Liberty  Collateral  notes  payable. . .       4,700.00 

bonds 4,700.00    Mortgage  on  machinery. .   100,000.00 

Accrued  interest  on  mort- 
gage (to  date) 3,000.00 

Lease — machinery 30,000.00 
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Accrued  interest  on  lease 

agreement    $  10,000.00 

Accounts  payable 1 10,000.00 

Capital  stock — common . . .  100,000.00 
Capital  stock— preferred..  100,000.00 
Surplus  10,000.00 


$850,000.00  $850,000.00 

On  November  2Oth  the  receiver  having  disposed  of  all  assets 
for  cash  (except  consigned  merchandise  and  $400.00  accounts  re- 
ceivable which  were  considered  doubtful)  calls  upon  you  to  pre- 
pare an  interim  statement  for  the  information  of  the  stockholders 
and  creditors. 

He  leaves  the  form  to  your  judgment  but  suggests  that  it  be  as 
concise  as  possible  and  that  you  show  his  valuations,  as  well  as 
book  value,  at  date  of  receivership.  He  also  wants  a  summary  of 
his  transactions,  not  necessarily  to  include  profit  or  loss  showing, 
and  finally  wants  the  statement  to  show  conditions  as  they  are  at 
date  you  are  called  in. 

You  find  that  the  collateral  notes  payable  were  for  accommoda- 
tion of  employees  and  were  secured  by  deposit  of  bonds,  also  the 
property  of  employees,  as  per  statement.  The  bonds  have  now 
been  delivered  to  the  employees  and  the  notes  paid  by  them. 

The  court  has  authorized  payments  of  the  city  taxes  and  accrued 
interest  of  $400.00,  which  latter  amount  had  been  omitted  from 
the  statements  but  included  by  receiver  in  his  valuation  statement. 
Federal  taxes  were  also  found  to  be  due  and  were  also  paid 
(amount  $1,000.00). 

The  lease  covered  machinery  worth  $30,000.00,  but  the  firm 
that  furnished  this  machinery  has  accepted  a  release  of  the  A.  com- 
pany's equity  in  this  machinery  as  full  payment  of  notes  under 
lease  agreement  and  the  accrued  interest. 

The  receiver  finds  that  J.  Smith  &  Co.'s  account  represents  ad- 
vances on  the  entire  consigned  merchandise  and  that  this  merchan- 
dise has  been  pledged  to  secure  this  claim  in  part  (to  the  extent  of 
value  of  the  merchandise).  Receiver  accepts  book  value  for  pur- 
pose of  his  records. 

After  removal  of  the  leased  machinery  the  remaining  machines 
and  equipment  were  sold  for  $200,000.00  and  the  mortgage  (and 
accrued  interest  to  date  of  payment,  $5,000.00)  v.*ere  paid  in  full. 

417 


The   Journal    of   Accountancy 

(Receiver's  original  value  placed  upon  all  machinery  was 
$200,000.00.) 

The  merchandise  at  the  mill  was  valued  by  the  receiver  at 
$75,000.00,  but  after  six  months'  operation  the  amount  on  hand 
was  sold  without  inventory  for  $25,000.00. 

The  accounts  receivable  were  valued  by  the  receiver  at  $1,000.00 
and  the  amount  was  in  fact  realized  in  cash,  the  balance  appearing 
doubtful. 

Unexpired  insurance  is  accepted  by  receiver  at  book  value. 
November  loth  a  rebate  of  $100.00  was  received  and  all  policies 
were  canceled. 

Upon  comparing  the  statement  with  the  books  you  find  accounts 
payable  understated  $10,000.00  in  the  statement  given  receiver  be- 
cause of  an  error  on  the  part  of  a  bookkeeper  when  closing  books 
at  April  28th. 

Claims  were  duly  filed  for  entire  amount  owing  (except 
$10,000.00  accounts  payable).  An  account  in  purchase  ledger  was 
disallowed  and  is  in  dispute  (amount,  $5,000.00). 

The  receiver  sold  merchandise  to  the  amount  of  $75,000.00  all 
of  which  had  been  paid  for.  Other  receipts  were  rent  for  portion 
of  building — sublet — $1,000.00;  unclaimed  wages,  $500.00;  in- 
terest on  bank  account  to  November  20,  1919,  $200.00;  cash  sur- 
render value  of  insurance  policy  on  life  of  treasurer,  $1,000.00. 

Other  payments  were  receiver's  accounts  payable,  $50,000.00; 
taxes,  $3,000.00  (assessed  since  receivership);  rent,  $2,000.00; 
legal  expense,  $5,000.00.  No  fee  has  been  allowed  receiver  or 
will  be  considered  in  your  statement. 

An  analysis  of  the  ledger  determines  the  fact  that  only  the  fol- 
lowing bills  and  expense  vouchers  had  been  carried  through  the 
invoice  register  since  receivership,  and  all  had  been  paid  promptly, 
viz:  labor,  $20,000.00;  materials,  $20,000.00;  shop  expense, 
$3,000.00;  heat  and  power,  $2,000.00;  freight,  $1,000.00;  general 
expense,  $4,000.00. 

4.  Indicate  by  appropriate  journal  entries,  the  various  debits 
and  credits  you  would  make  in  setting  up  the  following  reserves 
for  a  balance-sheet,  explaining  briefly  how  you  would  determine 
the  proper  amount  of  each  reserve. 

(a)  Reserve  for  bad  and  doubtful  debts. 

(b)  Reserve  for  trade  discounts. 
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(c)  Reserve  for  cash  discounts. 

(d)  Reserve  for  state,  county  and  city  taxes  accrued. 

5.  It  is  now  becoming  quite  common  practice  for  corporation^ 
to  insure  the  lives  of  their  principal  officers,  so  that  upon  their 
deaths  the  corporations  may  be   in  a  measure  reimbursed  for  the 
loss  to  the  business.    You  are  asked  to  indicate  what  sort  of  entries 
would  be  made  by  a  company,  from  time  to  time,  if  it  paid  the 
insurance  premiums  on  a  policy  of  insurance  for  $50,000.00  carried 
on  the  life  of  its  president  under  the  four  classes  of  insurance 
policies  indicated  below : 

lo-year  renewable  term  policy. 

2O-payment  life  policy, 

Straight  life  policy, 

2O-year  endowment  policy. 

Also  indicate  what  entries  should  be  made  in  the  books  for  the 
receipt  of  the  $50,000.00  principal  of  the  different  classes  of  poli- 
cies, supposing  the  president  of  the  company  died  during  the  fifth 
year  of  the  insured  term. 

6.  In  examining  the  accounts  of  a  corporation  engaged  in  the 
manufacture  of  a  variety  of  articles  in  respect  of  which  a  specifi- 
cation cost  system  is  maintained  as  an  integral  part  of  the  book- 
keeping ( which,  so  far  as  inventories  and  cost  are  concerned, 
forms    the  basis    of  the  monthly    financial  accounts    comprising 
balance-sheet  and  profit  and  loss  account),  you  find  a  large  dis- 
crepancy between  the  total  value  of  the  physical  inventory  of 
manufactured  stock  and  work  in  progress,  as  priced  at  specifica- 
tion  costs,   and  the  corresponding  general  ledger   account,  the 
physical  inventory  value  being  substantially  less  than  the  relative 
book  values.    What  investigation  would  you  expect  to  make  to 
ascertain  the  cause  of  the  discrepancy  ?    What  factors  would  you 
expect  to  find  contributing  to  it,  and  how  would  you  dispose  of 
this  discrepancy,  and  upon  what  theory  would  you  recommend 
that  adjustment  be  made? 

ACTUARIAL  QUESTION  (Optional) 

7.  What  could  a  purchaser  who  wished  to  realize  3  per  cent,  on 
his  investment  give  for  a  bond  for  $10,000.00  which  had  four 
years  to  run  at  5  per  cent,  interest  payable  yearly,  and  thereafter 
was  repayable  with  a  bonus  of  IQ%. 
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BY  WILLIAM  S.  HOLMAN 

The  motion-picture  industry  is  divided  broadly  into  three  phases : 
the  producing,  distributing  and  exhibiting — corresponding  to  the 
manufacturing,  wholesaling  and  retailing  branches  of  the  ordinary 
industry.  This  article  will  attempt  to  treat  of  the  accounting  fea- 
tures of  the  producing  end  only. 

Many  of  the  larger  organizations  engage  in  both  the  producing 
and  distributing  phases  of  the  industry,  and  a  less  number  in  all 
three.  In  such  cases  the  distributing  and  exhibiting  phases  are 
usually  carried  on  by  subsidiary  or  controlled  companies,  or  the 
producing  company  is  itself  a  subsidiary  of  a  large  distributing 
company. 

Producing  companies  fall  largely  into  two  classifications:  first, 
the  company  which  produces  pictures  and  distributes  them  either 
itself  or  through  a  subsidiary  company  and,  secondly,  the  com- 
pany, commonly  termed  an  independent  producer,  which  either 
makes  a  picture  and  then  disposes  of  it  outright  to  a  distributing 
company  or  produces  for  a  distributing  company,  under  contract, 
one  or  a  series  of  pictures.  In  this  latter  instance,  the  distributing 
company  ordinarily  advances  to  the  producer  a  fixed  sum  to  cover 
the  cost  of  production,  and  then  takes  over  the  exploitation  and 
distributing  of  the  picture,  the  proceeds  thereof,  after  recouping 
the  advance,  to  be  shared  by  the  producer  and  distributor  on  a 
predetermined  basis. 

Another  distinction  that  might  be  made  in  the  case  of  pro- 
ducing companies  is  that  between  the  company  which  is  engaged 
upon  the  production  of  more  than  one  picture,  and  in  many  cases 
a  large  number  of  pictures  at  the  same  time,  and  the  company 
which  produces  one  picture  at  a  time.  Under  the  latter  classifica- 
tion will  fall  the  companies  formed  for  the  purpose  of  producing 
pictures  featuring  one  particular  star,  as  well  as  a  number  of 
smaller  producing  units.  A  number  of  the  best-known  stars  have 
their  own  companies  and  make  only  one  picture  at  a  time,  and  in 
some  cases  only  three  or  four  pictures  a  year.  In  this  case  not 
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many  accounting  problems  will  be  presented  and  no  very  involved 
cost  system  will  be  required.  All  production  costs  will  be  charged 
against  the  one  picture  in  process,  and  fixed  charges  for  the  year 
will  be  distributed  over  the  pictures  made  within  that  year  on 
the  basis  of  time  spent  upon  the  production  of  each  or  upon  the 
basis  of  the  direct  cost  of  each  picture. 

Costs  are  not  the  subject  of  as  great  concern  in  the  motion- 
picture  industry  as  they  are  in  many  others,  and  in  most  cases  it 
is  doubtful  if  comparative  costs  of  different  pictures  are  very 
closely  scrutinized.  However,  in  the  cases  of  companies  engaged 
in  the  production  of  a  number  of  pictures  at  the  same  time  costs 
of  particular  pictures  are  a  matter  of  considerable  concern,  and 
this  is  also  the  case  where  pictures  are  made  for  distributing  com- 
panies on  the  "cost  plus"  basis  above  mentioned.  The  benefits 
derived  from  having  accurate  and  trustworthy  records  as  to  the 
cost  of  individual  jobs  in  this  industry  as  well  as  in  any  other  are 
too  obvious  to  require  mention,  but  it  is,  undoubtedly,  a  fact  that 
accurate  costs  have  not  always  been  obtained. 

Direct  costs  for  particular  pictures  are  gathered  in  much  the 
same  way  as  in  the  manufacture  of  other  articles,  by  purchase 
records,  time  and  labor  reports  and  reports  of  materials  used. 

Wages,  because  of  the  salaries  customarily  paid  actors  and 
directors,  constitute  the  heaviest  item  of  expense,  followed  by  the 
cost  of  "sets,"  a  large  part  of  which  is  also  made  up  of  wages 
because  of  the  labor  involved  therein. 

It  might  be  well  to  take  up  at  this  time  the  various  items  of 
direct  cost  in  the  order  of  their  occurrence. 

First  comes  the  cost  of  the  story  used  in  the  picture.  Pictures 
are  now  to  a  great  extent  based  on  a  published  short  story,  novel 
or  play.  In  other  cases  scenarios  are  purchased  from  outside 
sources.  The  cost  of  acquiring  the  motion-picture  rights  to  these, 
oftentimes  amounting  to  a  considerable  sum,  is  the  initial  cost 
of  a  picture.  To  this  should  be  added  charges  covering  salaries 
of  continuity  writers  who  adapt  the  story  to  the  screen  and  work 
it  up  into  the  script  used  by  the  director  of  the  picture.  To 
this  might  be  added  a  portion  of  scenario  department  expense 
based  on  the  time  given  over  to  the  various  stories.  Again  the 
story  may  be  written  by  a  member  of  the  scenario  department. 
Here  also  salary  charges  and  a  proportion  of  scenario  department 
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expense  would  be  direct  costs.  These  costs  would  be  gathered 
from  time  reports  submitted  by  the  scenario  department. 

Next  come  the  actual  production  charges.  Antedating  these, 
however,  may  come  other  salary  costs,  since  the  director  is  usually 
assigned  to  a  picture  some  time  before  production  commences. 
His  salary  should  be  charged  to  the  picture  from  the  date  of  this 
assignment,  as  he  will  be  engaged  in  the  preliminary  work  of 
becoming  familiar  with  his  script,  helping  plan  his  sets,  etc.  Sal- 
aries of  actors  should  also  be  charged  to  the  picture  from  the  time 
they  are  assigned  to  it — unless  actually  working  in  another  pic- 
ture— especially  if  engaged  for  the  particular  production. 

At  the  end  of  each  week  the  production  manager  will  report  to 
the  office  the  directors,  assistants  and  cameramen  and  assistants 
assigned  to  each  picture,  which  will  be  made  the  basis  of  salary 
distribution  on  the  payroll.  Each  day  the  assistant  director  will 
report  the  actors  and  actresses  engaged  for  or  assigned  to  his 
picture,  or  the  casting  director  at  the  end  of  the  week  will  submit 
a  report  of  the  days  worked  in  each  picture  by  each  actor.  These 
reports  will  similarly  be  made  the  basis  of  salary  distribution 
by  pictures.  The  salary  of  any  of  the  staff  or  talent  not  engaged 
in  or  assigned  to  any  picture  will  be  charged  to  an  account  called 
"salary  of  idle  staff  and  talent,"  which  will  be  one  of  the  indirect 
expense  accounts  discussed  later. 

The  first  production  charges  will  be  for  the  cost  of  sets  built  for 
the  picture.  Lumber,  wall-paper  and  paint  will  be  charged  to 
stock  accounts  when  purchased.  Each  day  the  carpenter  and  paint 
foreman  will  turn  in  reports  as  to  the  various  materials  used 
that  day.  Ordinarily  the  requisition-on-the-stockroom  method  of 
charging  materials  used  would  not  be  practicable.  Costs  will  be 
computed  in  the  office  and  at  the  end  of  the  week  the  reports  sum- 
marized by  pictures  and  the  total  cost  of  materials  used  in  each 
picture  will  be  charged  by  means  of  journal  entries  and  a  credit 
will  be  passed  to  the  materials  and  supplies  accounts. 

Workmen  engaged  in  the  construction  of  sets  will  report  each 
day  the  time  spent  upon  sets  for  each  picture,  each  picture  having 
a  number  assigned  to  it.  These  reports  will  be  accumulated  in  the 
office  and  preferably  worked  up  each  day,  so  as  to  show  what 
part  of  each  workman's  wage  is  chargeable  to  each  picture.  At 
the  end  of  the  week  a  summary  will  be  made  and  the  payroll  will 
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be  distributed  on  the  basis  of  the  total  amount  chargeable  to 
each  picture  for  each  workman  for  the  week.  (All  salaries  are 
usually  paid  weekly  in  this  industry.) 

Next  in  order  will  be  the  cost  of  properties  used  in  dressing 
the  sets,  which  with  the  exception  of  certain  stock  articles  are 
ordinarily  rented.  If,  when  the  purchase  or  rental  order  is  issued, 
notation  is  made  thereon  of  the  number  of  the  picture  for  which 
the  article  is  secured,  the  cost  or  rental  charge  can  be  charged 
direct  to  the  picture  through  the  purchase  register,  as  will  be  ex- 
plained later. 

Then  will  come  the  salaries  of  property  men,  drapers,  etc., 
engaged  in  preparing  the  sets,  and  then  salaries  of  property  men, 
electricians  and  others  assigned  to  each  picture  during  its  pro- 
duction. These  costs  will  likewise  be  gathered  by  time  reports 
turned  in  each  day,  which  will  be  accumulated  and  summarized  at 
the  end  of  the  week  so  that  the  total  time  spent  by  each  man 
upon  the  various  pictures  is  known  and  made  the  basis  of  the  dis- 
tribution of  the  salary  paid  for  the  week.  There  will  be  salaries 
for  nearly  all  the  classes  of  labor  mentioned  above,  which  are  not 
chargeable  to  any  particular  picture.  These  will  be  charged  to 
appropriate  accounts  and  distributed  in  the  manner  outlined  for 
indirect  costs. 

The  cost  for  rental  of  costumes  used  in  the  pictures  will  be 
handled  in  the  same  manner  as  the  cost  of  properties.  If  the 
studio  itself  maintains  any  considerable  wardrobe  and  stock  prop- 
erties for  use  in  pictures  a  charge  for  such  use  may  be  computed 
on  the  basis  of  the  estimated  useful  life  of  the  article,  drawn  up 
in  schedule  form.  The  picture  will  then  be  charged  rental  for  its 
use  from  reports  as  to  the  time  used  submitted  by  the  wardrobe 
and  properties  departments.  The  credit  would  be  passed  to  a  spe- 
cial account,  which  would  be  an  offset  to  the  amount  chargeable 
as  depreciation  at  the  end  of  the  year.  Such  a  refinement,  how- 
ever, would  hardly  be  warranted  except  in  the  case  of  highly 
perishable  articles. 

The  cost  of  negative  film  used  in  the  picture  can  be  gathered 
from  the  cameraman's  daily  report  as  to  film  used,  and  the  cost 
of  developing  and  printing  film  from  invoices  from  the  laboratory, 
the  picture  number  being  shown  on  all  invoices.  Time  reports 
will  cover  the  cost  of  cutting  and  patching  film,  and  the  cost  of 
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titles  will  be  secured  from  invoices  or  time  reports  depending 
upon  whether  this  is  done  by  the  studio  or  on  the  outside. 

The  last  item  of  direct  expense  will  be  the  cost  of  labor  ex- 
pended in  tearing  down  sets,  which  will  be  gathered,  of  course, 
from  time  reports.  If  the  lumber  and  other  materials  used  have 
any  salvage  value  remaining,  this  value  should  be  passed  as  a  credit 
to  the  picture  and  charged  to  an  account  termed,  perhaps,  "sal- 
vaged materials."  If  subsequently  used  in  another  picture  the  item 
would  be  charged  out  at  this  value. 

The  rates  for  employees'  compensation  insurance  are  high  in 
this  industry,  and  since  the  premiums  paid  are  based  on  the 
amount  of  the  payroll  they  may  be  computed  and  charged  direct. 

Fire  and  damage  insurance  is  usually  carried  on  each  pro- 
duction, and  this  would  also  be  a  direct  cost. 

An  item  of  cost  which  sometimes  amounts  to  a  considerable 
sum  is  that  of  location  expense.  The  cost  of  maintaining  or  rent- 
ing automobiles  used  in  going  to  or  from  location,  railroad  fares, 
lunches,  fees  and  similar  items  would  be  included  in  this  expense. 
Such  items  would  ordinarily  be  paid  by  an  assistant  director  and 
be  charged  to  the  picture  by  means  of  a  statement  of  cash  dis- 
bursed submitted  by  him. 

Another  item  which  might  be  treated  as  a  direct  charge  would 
be  the  cost  of  operating  electrical  equipment  used  for  lighting 
effects.  The  expense  for  current,  depreciation  of  equipment, 
etc.,  might  be  reduced  to  an  hourly  charge  for  use  and  so  be 
charged  direct.  Wages  of  operatives  are,  of  course,  a  direct 
charge,  as  has  previously  been  mentioned. 

Plant  overhead,  as  explained  later,  may  also  be  reduced  to  an 
hourly  or  daily  charge  for  studio  or  stage  rental  and  be  charged 
to  the  picture  on  the  basis  of  the  time  occupied  by  it. 

A  suggested  outline  for  the  classification  of  ledger  accounts 
for  direct  costs  follows,  arranged  by  primary,  secondary  and 
subordinate  accounts.  Any  of  these  accounts,  of  course,  may  be 
further  subdivided,  or  other  accounts  may  be  added  whenever 
desirable.  These  accounts  should  be  appropriately  numbered,  as 
for  instance,  the  control  account  50,  the  secondary  accounts  5oA, 
506,  5oC,  etc.,  and  the  sub-accounts  under  each  secondary  account 
5oA-i,  5oA-2,  etc. 
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Direct  charges  (control  account) 

Cost  of  story          (secondary  account) 

Scenario  purchase  (sub-account) 

Scenario  and  continuity  salaries 

Scenario  and  continuity  expense 
Salaries  and  wages 

Cast  (actors  carried  on  regular  payroll) 

Talent  (extras  engaged  for  picture) 

Staff   (directors,  assistants  and  cameraman  and  assis- 
tants) 

Technical   (property  men,  electricians,  etc.) 
Sets 

Materials  and  supplies 

Labor  (carpenters,  painters,  paperhangers,  etc.) 
Properties 

Rental 

Purchase  and  damage 
Wardrobe 

Rental 

Purchase  and  damage 
Wardrobe  and  property  room  expense 
Rental  of  equipment 
Location  expense 
Film 

Negative 

Developing 

Printing 

Cutting  and  patching 

Titles 

Expense 
Insurance 
Proportion  of  indirect  expense  and  plant  overhead  (to  be 

discussed  later). 

The  control  account  in  this  case  is  direct  charges.  Now,  if 
picture  cost  sheets  were  ruled  so  as  to  provide  a  total  column  and 
a  column  for  each  of  the  expense  sub-accounts  above  given,  each 
picture  having  assigned  to  it  a  separate  sheet,  many  advantages 
which  will  be  pointed  out  would  result. 

First,  to  obtain  the  full  benefit  of  these  advantages  and  to 
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effect  a  large  saving  in  time  and  labor  the  picture  costs  sheets, 
which  should  be  kept  in  a  loose-leaf  ledger  controlled  by  the 
account  direct  charges,  should  be  posted  from  the  same  media  as 
the  ledger  accounts.  This  can  be  done  readily  by  providing  in  the 
purchase  or  voucher  register,  payroll,  cashbook  and  journal  a 
special  column  for  showing  the  picture  number  in  the  case  of  all 
items  going  into  these  picture  cost  expense  accounts,  which  could 
also  be  carried  out  into  one  special  column. 

When  this  column  is  summarized  at  the  end  of  the  week  for 
posting  to  the  individual  direct  cost  expense  accounts  above 
shown,  it  should  also  be  summarized  so  as  to  show  the  total  of 
each  sub-account  for  each  picture.  The  totals  for  each  account 
would  then  be  posted  to  the  proper  general  ledger  accounts  and  the 
total  for  each  picture  of  each  class  of  expense  would  be  posted  in 
the  corresponding  column  of  the  picture  cost  sheets.  By  this 
procedure  the  interlocking  of  cost  records  with  the  general  ac- 
counts is  automatic.  The  control  account  direct  charges  also  con- 
trols the  picture  cost  ledger,  and  the  accuracy  of  the  total  cost 
of  each  picture  is  not  only  absolutely  assured,  but  the  correctness 
of  the  detailed  expenses  is  proven,  since  the  total  of  charges  to  all 
pictures  contained  in  the  picture  cost  ledger  for  any  one  classifica- 
tion of  expense  must  agree  with  the  total  for  that  expense  as 
shown  by  its  general  ledger  sub-account. 

When  the  total  costs  of  any  picture  have  been  gathered,  a 
credit  should  be  passed  to  the  direct  charges  account  for  the  cost ; 
and  this  amount  should  be  charged  to  the  account  "completed  pic- 
tures." Care  should  be  taken  to  see  that  each  secondary  and  sub- 
account  is  credited  with  the  proper  portion  of  this  total  expense  as 
disclosed  by  the  corresponding  columns  in  the  picture  cost  sheet. 
The  picture  cost  sheet  in  the  ledger  should  then  be  removed  so  as  to 
maintain  the  balance  between  this  ledger  and  the  control  account, 
direct  charges,  and  be  filed  in  a  transfer  binder  for  completed 
pictures.  At  the  end  of  the  year  or  when  sales  are  made  the  ac- 
count completed  pictures  would  be  credited  with  the  cost  price,  as 
shown  by  the  respective  picture  cost  sheets,  of  pictures  sold. 

The  account  direct  charges  is  then  a  control  account  of  work 
in  process  and  the  account  completed  pictures  is  an  inventory  ac- 
count of  pictures  on  hand,  supported  by  the  detailed  information 
found  in  the  transfer  binder  for  completed  pictures. 
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As  in  most  cost  systems,  the  problem  of  distributing  over- 
head equitably  over  product  is  here  the  most  difficult  one.  A  com- 
mon practice  in  manufacturing  cost  systems  is  to  lump  all  manu- 
facturing costs  other  than  direct  charges  under  the  general  head- 
ing "indirect  expenses"  or  "overhead,"  and  to  distribute  all  the 
many  different  items  making  up  this  total  over  product  on  one  and 
the  same  basis.  Many  times  these  items  are  not  properly  dis- 
tributable in  the  same  proportion  or  on  the  same  basis,  and  it  is 
believed  that  a  useful  purpose  will  be  served  by  distinguishing 
between  different  kinds  of  indirect  or  overhead  expenses. 

For  the  purposes  of  this  article  an  attempt  will  be  made  to 
segregate  these  various  costs  into  two  classifications,  since  it  is 
believed  that  greater  accuracy  will  be  obtained  by  so  doing,  inas- 
much as  they  form  two  more  or  less  distinct  classes  of  expense, 
which  are  assignable  to  specific  pictures  on  entirely  different  bases. 

If  the  total  cost  of  product  is  to  be  determined  before  the 
end  of  the  year  it  is  necessary  to  estimate  in  advance  the  aggregate 
amount  of  indirect  expenses  for  the  year.  Now,  one  type  of  these 
costs  can  be  accurately  estimated  in  advance,  while  the  other  type 
cannot  be  estimated  with  any  degree  of  accuracy  at  all.  This  is  the 
chief  point  of  distinction  between  the  two,  and  the  advantage  to 
be  gained  by  so  distinguishing  between  them  is  that  total  costs 
can  be  determined  for  each  picture  to  a  high  degree  of  accuracy 
within  a  short  time  after  the  picture  is  completed.  By  assembling 
in  one  group  those  expenses  which  vary  from  time  to  time  and  are 
applicable  only  to  the  period  in  which  incurred,  they  may  be  dis- 
tributed at  short  intervals,  and  the  product  will  be  charged  with 
the  actual  amount  of  these  expenses  and  not  with  an  estimate  or 
guess  as  to  what  they  will  or  should  be. 

These  expenses  fall  broadly  into  two  classifications :  first,  those 
variable  expenses  which  can  not  be  assigned  to  any  particular  pic- 
ture, but  are  more  or  less  dependent  upon  the  number  of  pictures 
produced,  that  is,  the  amount  of  production.  These  expenses  will 
be  termed  here  "indirect  production  costs." 

The  second  classification  consists  of  those  expenses  which  are 
fixed  and  invariable  to  a  great  extent,  and  go  on  irrespective 
of  the  amount  of  production  and,  in  fact,  even  if  production  activi- 
ties entirely  cease.  These  expenses  will  be  termed  "overhead 
charges"  or  "plant  overhead."  An  outline  of  accounts  for  the  first 
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class  of  expense  mentioned,  which  is  intended  to  be  illustrative  only 
and  not  comprehensive,  follows: 

Indirect  production  costs  (control  account) 

Salaries  and  wages  not  chargeable  direct  (secondary  account) 

Indirect  labor  (sub-account) 

Wardrobe  and  property   room  salaries 

Art  department  salaries 

Supervision  salaries 

Unassigned  staff  and  talent 
Employment  department  expense 
Wardrobe,  property  room  and  cutting  room  expense 
Still  and  art  room  expense 
Auto  maintenance 
Materials  and  supplies 

Light  and  power  (if  not  charged  direct  as  above  outlined) 
Indemnity  insurance   (if  not  charged  direct) 

Since  these  and  similar  expenses  largely  arise  because  of  the 
pictures  made  within  the  period  in  which  they  are  incurred  and 
also  vary  with  the  amount  of  production,  it  is  proper  that  the  pic- 
tures made  within  this  period  should  bear  the  expense.  They  can 
therefore  be  closed  into  picture  costs  at  frequent  intervals,  say 
every  four  weeks  or  monthly.  The  basis  of  this  distribution  would 
depend  upon  the  conditions  obtaining  at  each  particular  studio, 
but  it  is  believed  that  a  distribution  in  proportion  to  the  total  direct 
charges  would  be  as  satisfactory  as  any  other,  if  from  the  total 
of  direct  there  were  excluded  the  salaries  of  talent,  which  fluctuate 
violently,  according  to  whether  a  highly  paid  star  or  stars  or  a 
more  modestly  salaried  cast  is  employed.  This  basis  for  the  dis- 
tribution of  indirect  expense  has  been  severely  criticised  as  being 
illogical  and  arbitrary,  but  these  expenses  will  usually  be  found  to 
vary  with  and  be  largely  dependent  upon  direct  costs  if  salaries  of 
cast  are  omitted. 

At  the  end  of  each  month  the  total  for  indirect  expense  as  shown 
by  its  control  account  would  be  charged  to  direct  costs,  the  charge 
going  also  to  the  sub-account  entitled  "proportion  of  indirect  pro- 
duction expense  and  plant  overhead,"  and  also  into  the  same 
column  in  the  picture  cost  sheets  for  the  pictures  affected. 

For  purpose  of  analysis  it  can  also  be  ascertained  for  each 
picture  of  what  detailed  expenses  this  total  charge  for  proportion 
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of  indirect  expense  is  made  up  by  taking  the  same  percentage  of 
the  different  expense  sub-accounts  as  was  taken  of  the  total  ex- 
pense for  that  picture.  Examples  of  the  type  of  expense  termed 
overhead  charges,  which  would  be  classed  under  the  group  of  ac- 
counts controlled  by  plant  overhead,  are : 

Plant  overhead  ( control  account ) 

Watchmen's  and  janitor's  wages       (secondary  account) 
Rent 

Insurance  (fire — plant  and  equipment) 

General  property  taxes  (on  plant  and  equipment) 

Repairs  to  plant  and  equipment 
Depreciation  (plant  and  equipment) 
Proportion  of  administrative  expenses 

These  and  similar  expenses  are  more  or  less  fixed,  and  it  is 
possible  to  determine  in  advance  to  a  fair  degree  of  accuracy  the 
exact  sum  to  which  they  will  amount  in  the  course  of  a  year  or  the 
average  amount  per  annum  over  a  period  of  years.  Unlike  the 
other  type  of  expense,  these  expenses  are  not  entirely  applicable 
to  the  period  in  which  they  are  incurred,  but  must  be  averaged  over 
a  longer  period.  Insurance  is  usually  paid  in  advance  for  a  year 
or  several  years ;  taxes  are  paid  once  or  twice  a  year ;  repairs  the 
cost  of  which  is  equally  applicable  to  various  periods  will  be  made 
in  one  period;  rent  may  be  paid  in  advance.  Any  extraordinary 
expense  incurred  in  one  year  may  be  averaged  over  several  years 
by  means  of  suspense  acounts  so  as  to  maintain  an  equitable 
average.  It  is  necessary,  therefore,  to  know  in  advance  to  what 
these  expenses  will  amount  for  any  period,  and  this  is  easy  of 
ascertainment  in  the  case  of  these  fixed  charges. 

In  the  case  of  expansions,  additional  ground  rented  or  new 
buildings  erected,  the  additional  costs  applicable  to  these  extensions 
can  also  be  determined  in  advance  for  the  remainder  of  the  year, 
which  is  all  that  is  necessary,  as  product  complete  theretofore 
should  not  be  charged  with  these  additional  costs. 

It  is  true  that  the  factors  of  depreciation  and  repairs  on  plant 
and  equipment  will  vary  to  a  certain  extent  with  use,  but  in  this 
industry  at  least  this  variation  would  be  slight  and  the  rate  may  be 
fixed  so  as  to  cover  the  normal  average  use. 

Having  ascertained  the  total  of  overhead  charges  for  the  ensu- 
ing year — and  nearly  every  one  of  these  expenses  is  exactly 
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ascertainable — it  is  a  simple  matter  to  allocate  this  total  over  the 
plant  so  as  to  determine  a  daily  or  hourly  rental  for  each  stage 
or  lot,  excluding,  of  course,  the  portion  of  these  charges  applicable 
to  space  occupied  by  administrative  buildings,  which  will  form 
a  part  of  administrative  expense. 

When  a  picture  is  completed  a  charge  at  the  determined  hourly 
or  daily  rate  will  be  made  against  it  for  the  space  or  stages 
occupied.  This  charge  will  go  into  the  control  account  for  direct 
charges  and  also  into  the  direct  expense  of  sub-account,  termed 
"proportion  of  indirect  production  costs  and  plant  overhead." 
It  will  also  go  into  the  corresponding  column  in  the  picture  cost 
sheet,  which  will  then  contain  two  items:  one  for  proportion  of 
indirect  production  costs  and  one  for  proportion  of  plant  over- 
head. The  contra  credit  should  not  go  direct  to  plant  overhead 
but  into  an  intermediary  account  until  the  end  of  the  year,  for 
the  reason  that,  unless  all  spaces  or  stages  to  which  the  total 
plant  overhead  was  allocated  are  occupied  constantly,  which  is 
improbable,  not  all  of  the  plant  overhead  for  the  year  will  be 
distributed  over  product.  This  discrepancy  between  the  amount 
distributed  to  pictures  and  the  total  of  plant  overhead  may  be 
handled  by  means  of  the  supplemental  rate  advocated  by  A. 
Hamilton  Church,  in  his  discussion  of  the  machine-rate  plan  of 
distributing  indirect  expense. 

At  the  end  of  a  three-months'  period,  for  instance,  so  as  not  to 
delay  the  final  determination  of  costs  for  too  long  a  time,  or 
even  at  the  end  of  a  month,  the  total  amount  charged  to  pictures 
for  studio  or  stage  rental,  as  shown  by  the  credits  to  the  inter- 
mediary account  referred  to,  should  be  compared  with  the  pre- 
determined total  of  plant  overhead  applicable  to  that  period.  The 
difference  can  then  be  allocated  to  pictures  made  within  the 
period  as  a  supplemental  charge  for  plant  overhead,  although  this 
will  have  the  effect  of  penalizing  such  pictures  because  of  failure 
during  that  time  properly  to  utilize  all  available  space.  Since 
this  difference  is  an  indication  of  waste  in  not  keeping  up  produc- 
tion, it  will  serve  a  very  useful  purpose  by  showing  this  fact,  and 
it  should  not  perhaps  be  charged  to  particular  pictures  at  all,  but 
be  closed  out  at  the  end  of  the  year  as  a  loss.  Of  course,  if  the 
organization  is  given  over  to  the  production  of  a  certain  picture  so 
much  that  other  production  has  to  be  neglected,  it  is  proper  that 
this  picture  should  bear  the  loss  occasioned  thereby. 

430 


Cost  Accounting  for  the  Motion-picture  Industry 

Administrative  expenses  should,  of  course,  be  kept  under  a 
separate  classification.  The  proportion  of  administrative  expense 
to  be  borne  by  the  producing  end  of  the  business  will  need  to  be 
determined  in  each  instance  by  the  conditions  obtaining.  This 
proportion  should  form  a  part  of  plant  overhead.  In  the  case  of 
a  company  which  produces  only  and  maintains  no  selling  nor  dis- 
tributing organization,  the  whole  of  administrative  expenses  would 
be  included  in  plant  overhead. 

Interest  on  the  firm's  own  capital  invested  in  plant  and  equip- 
ment has  not  been  shown  as  a  production  cost  because  of  the 
writer's  opinion  on  that  subject.  It  is  also  thought  that  interest 
paid  on  possible  mortgages  on  plant  should  be  considered  as  a 
deduction  from  income  rather  than  as  a  manufacturing  expense. 

In  closing,  it  might  be  pertinent  to  mention  one  or  two  income- 
tax  problems  that  are  probably  somewhat  peculiar  to  this 
industry. 

It  is  understood  that  the  internal  revenue  bureau  in  several 
instances  has  raised  questions  as  to  the  tax  liability  of  producers 
who  have  deducted  each  year  as  expenses  the  total  costs  of  pro- 
duction without  taking  into  consideration  pictures  on  hand  at 
the  end  of  the  year  and  pictures  in  process.  It  seems  quite  clear 
that  income  cannot  be  correctly  reflected  unless  the  inventory 
method  of  determining  income  is  used.  This  basis  was,  un- 
doubtedly, not  used  in  many  instances  because  of  failure  to  keep 
accurate  cost  records. 

A  tax  problem  which  frequently  arises  is  that  presented  in  the 
case  of  a  producer  who  distributes  his  pictures  on  a  state  rights 
basis.  The  United  States  is  divided  into  various  territories  for 
this  purpose  and  a  value  is  set  upon  each  territory.  That  is,  the 
total  selling  price  of  the  picture  is  fixed,  and  each  territory  is 
assigned  a  certain  percentage  of  this  total.  The  producer  then 
sells  to  exchanges  in  the  different  territories  the  right  to  exhibit 
or  sell  exhibiting  rights  in  their  districts.  At  the  end  of  an  ac- 
counting period  a  portion  only  of  the  total  territory  for  a  certain 
picture  may  have  been  sold.  What  is  the  inventory  value  of  this 
picture  ?  Although  the  legal  title  to  the  negative  film  still  remains 
with  the  producer,  its  value  is  diminished  as  territorial  rights 
are  sold. 

Inasmuch  as  the  total  amount  to  be  realized  is  known  with  a 
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fair  degree  of  certainty,  it  would  seem  just  to  assume  that  the 
same  proportion  of  the  cost  of  a  picture  remains  on  hand  as  the 
proportion  of  the  amount  yet  to  be  realized  is  of  the  total  selling 
price.  If  a  material  discrepancy  later  develops,  an  amended 
return  may  be  filed.  (Since  the  question  of  the  value  of  foreign 
rights  so  complicates  this  question  and  the  following  one,  it  has 
been  ignored  here  because  of  lack  of  space  in  which  adequately  to 
discuss  it.) 

Another  problem  frequently  encountered  occurs  when  a  pro- 
ducer has  contracted  with  a  distributing  company  to  produce  one 
or  a  series  of  pictures  for  it.  The  distributor  does  not  buy  the 
picture  outright  but  advances  the  producer,  against  the  cost  of  a 
picture,  a  certain  amount  for  the  exclusive  right  to  exploit  and 
exhibit  the  picture  for  a  period  of  years.  Title  remains  with  the 
producer,  and  any  amounts  realized  on  the  distribution  of  the 
picture  over  and  above  the  advance  to  cover  cost  of  production, 
which  usually  involves  a  profit  for  the  producer,  is  shared  between 
them  on  an  agreed  basis.  If  at  the  end  of  an  accounting  period 
the  producer  has  made  and  delivered  to  the  distributor  such  a  pic- 
ture and  received  his  advance  thereon,  should  the  picture  be 
included  in  his  inventory,  and,  if  so,  at  what  figure? 

In  view  of  the  fact  that  the  earnings  from  a  picture  in  this 
case  are  a  matter  of  conjecture  and  the  producer  does  not  know 
that  he  will  ever  receive  anything  more  than  the  advance,  it  would 
seem  permissible  to  consider  the  picture  as  disposed  of,  although 
it  is  not  known  what  the  position  of  internal  revenue  officers 
would  be  in  such  a  case.  In  this  case  any  excess  of  the  advance 
over  the  cost  of  making  the  picture  would  be  net  income  for  the 
year  of  its  receipt  and  any  future  earnings  would  be  accounted  for 
as  net  income  when  received. 

The  motion-picture  field  is  too  broad  and  conditions  at  differ- 
ent plants  are  too  varied  to  give  anything  like  a  comprehensive  out- 
line of  a  cost  system  for  it  in  an  article  of  this  length.  What  has  been 
given  here  has  been  only  an  attempt  at  sketching  a  way  of  securing 
accurate  costs  under  ordinary  conditions.  Many  companies  main- 
tain their  own  laboratories,  machine  shops,  garages,  etc,,  which 
would  complicate  the  problems  somewhat,  but  such  cases  could  be 
handled  in  much  the  same  manner  as  herein  outlined  by  keeping 
separate  cost  of  service  rendered,  as  an  outside  business  would  do, 
eliminating,  of  course,  the  element  of  profit. 
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BY  MILTON  RINDLER 

In  my  income-tax  experience,  I  have  learned  that  the  average 
business  man  does  not  even  know  what  an  inadmissible  asset  is — 
much  less  its  effect  on  a  corporation's  excess-profits  tax.  If 
this  element  of  invested  capital  were  of  little  importance,  this 
ignorance  might  be  excused.  But  corporations  make  many  invest- 
ments, which  have  an  important  effect  on  their  invested  capital  and 
consequently  on  their  tax. 

The  government  regulations  define  inadmissible  assets  as 
"stocks,  bonds  and  other  obligations  (other  than  obligations  of  the 
United  States)  the  dividends  or  interest  from  which  are  not  in- 
cluded in  computing  net  income."  The  law  proceeds  on  the  theory 
that  if  the  income  from  an  obligation  is  not  taxed,  the  capital 
invested  in  that  obligation  should  not  be  included  as  part  of  the 
corporation's  invested  capital.  In  other  words,  it  would  be  double 
exemption  first  to  exempt  the  interest  on  a  state  bond  and  then 
to  exempt  8  per  cent  of  the  capital  invested  in  that  bond.  The 
only  exceptions  are  United  States  obligations,  which  may  be 
included  in  invested  capital. 

Thus,  stock  in  a  domestic  corporation,  municipal  and  state 
bonds  are  inadmissible,  while  Liberty  bonds  are  admissible. 

A  clear  idea  of  what  is  and  what  is  not  an  inadmissible  asset 
may  be  gained  from  the  following  distinctions : 

As  the  term  "obligations  of  the  United  States"  includes  only 
direct  obligations,  bonds  of  Porto  Rico  are  inadmissible.  War 
finance  bonds  are  not  considered  obligations  of  the  United  States 
and  are  inadmissible  to  the  extent  of  a  principal  of  $5,000.00, 
because  only  the  interest  on  a  principal  of  $5,000.00  of  these 
bonds  is  exempt.  The  stock  of  federal  reserve  banks  and  federal 
farm  loan  bonds  are  inadmissible. 

The  law  exempts  from  tax  dividends  from  a  corporation  which 
is  taxable  upon  its  net  income.  Where  dividends  are  received  on 
stock  of  a  foreign  corporation,  which  derives  income  (no  matter 
how  small)  from  sources  within  the  United  States,  and  to  that 
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extent  is  taxable  under  the  law,  the  dividends  so  received  are 
entirely  exempt.  Thus,  the  stock  of  a  foreign  corporation,  which 
derives  income  from  sources  within  the  United  States,  is  inadmis- 
sible, whereas  stock  of  a  foreign  corporation,  which  derives  no 
income  from  sources  within  the  United  States,  is  admissible. 

The  fact  that  no  income  is  received  from  the  obligation  during 
the  year  does  not  affect  its  status  as  an  inadmissible. 

If  part  of  the  income  from  a  stock  or  bond  is  exempt  and 
another  part,  such  as  income  from  the  sale  of  the  obligation,  is 
taxable,  that  proportion  of  the  entire  amount  held  of  the  obliga- 
tion from  which  this  income  is  derived  which  the  taxable  income 
bears  to  the  total  income  is  admissible.  Take,  for  example,  the 
following  case: 

A  corporation  owns  $15,000  of  A  stock  and  $40,000  of  B 
bonds  at  the  beginning  of  the  taxable  year.  It  receives  $750  in 
dividends  on  the  A  stock  (Jan.  i-July  i — $500.00. — July  i-Dec.  31 
— $250.00.)  and  $500  profit  on  the  sale  of  $5,000  of  the  stock  on 
July  ist  of  the  taxable  year.  On  the  B  bonds,  interest  of  $2,000 
is  received  during  the  year.  The  corporation  pays  during  the 
year  $1,000  in  interest  on  money  borrowed  to  purchase  the 
bonds.  The  following  schedule  shows  the  amounts  used  in  the 
computation  and  the  results : 

Total  Non-  Inad- 

Obligation    Principal     income  taxable  Taxable  missible            Period 

A  stock..       $15,000        $i,ooo  $500  $500        $7,500  Jan.  i-July  I 

A  stock. .         10,000            250  250        10,000  July  i-Dec.  31 

B  bonds..        40,000          2,000  2,000  1,000        20,000  Jan.  i-Dec.  31 

As  the  profit  on  the  sale  of  A  stock  is  one-half  of  the  total 
income,  one-half  of  the  stock  is  admissible  from  January  ist  to 
July  ist,  the  date  of  the  sale.  From  July  ist  to  the  end  of  the 
year,  the  corporation  holds  $10,000.  of  inadmissibles.  The  law 
provides  that  interest  paid  on  indebtedness  incurred  or  continued 
to  purchase  obligations  (other  than  obligations  of  the  United 
States  issued  after  September  24,  1917),  the  interest  upon  which 
is  wholly  exempt,  is  not  deductible  in  computing  net  taxable 
income.  The  disallowance  of  the  interest  paid  is  the  same  in 
effect  as  taxing  that  much  of  the  interest  received  on  the  obliga- 
tion for  which  the  indebtedness  was  incurred.  Therefore,  that 
proportion  of  the  bonds  for  which  the  indebtedness  was  incurred 
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which  the  disallowed  interest  (i.  e.  taxable  interest)  bears  to  tin- 
total  interest  received  on  the  bonds  is  admissible. 

Under  section  207  of  the  1917  law  and  article  44  of  regula- 
tions 41,  borrowed  money  and  inadmissibles  could  not  be  included 
in  invested  capital.  It  was  found  in  the  working  out  of  the  law 
that,  if  this  provision  were  carried  out,  many  businesses  would 
have  no  invested  capital.  Furthermore,  it  was  inequitable  because 
the  inadmissibles  had  been  purchased  partly  or  entirely  with  bor- 
rowed money.  Assuming  that  they  had  been  purchased  with  bor- 
rowed money,  it  was  entirely  wrong  to  eliminate  both  from 
invested  capital.  Being  pressed  for  a  quick  solution  to  the  prob- 
lem, the  treasury  department  passed  a  ruling  giving  the  taxpayer 
the  benefit  of  the  doubt  by  assuming  that  all  inadmissibles  had 
been  purchased  with  borrowed  money.  Only  the  excess  of  the 
inadmissibles  over  the  total  liabilities  was  deemed  to  have  been 
acquired  out  of  capital  and  for  that  reason  had  to  be  deducted 
in  schedule  C  of  the  1917  excess-profits  blank  in  computing 
invested  capital. 

At  first,  this  ruling  was  carried  out  by  simply  taking  the 
amount  of  inadmissibles  and  the  amount  of  liabilities  at  the  begin- 
ning and  end  of  the  year,  and  using  the  average  of  each  to  deter- 
mine the  amount  to  be  deducted.  But  it  was  found  that  in  many 
cases,  a  monthly  average  of  liabilities  and  inadmissibles  was  sub- 
stantially different  from  a  yearly  average.  Therefore,  wherever 
there  was  a  substantial  difference,  the  monthly  average  was  used. 

In  computing  the  amount  of  inadmissibles  to  be  deducted,  all 
liabilities  were  taken  into  consideration.  Even  though  the  liability 
could  be  directly  connected  with  a  specific  admissible  asset,  such 
as  money  borrowed  to  purchase  Liberty  bonds,  the  liability  was 
included  in  the  computation.  An  exception  arose,  however,  when, 
because  of  the  limitation  of  interest  under  the  1917  law,  a  part 
of  the  borrowed  money  was  allowed  as  invested  capital.  As  soon 
as  the  borrowed  money  became  invested  capital,  it  could  not  be 
considered  a  liability  to  be  included  in  the  computation  of  inad- 
missibles. To  consider  it  in  the  computation  would  be  to  con- 
tradict the  theory  upon  which  the  deduction  for  inadmissibles  in 
1917  was  based. 

In  the  1918  law,  we  find  the  provision  for  inadmissibles  much 
more  logical  than  under  the  1917  law.  The  present  law  provides 
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that  "there  shall  be  deducted  from  invested  capital  as  defined  above 
a  percentage  thereof  equal  to  the  percentage  which  the  amount  of 
inadmissible  assets  is  of  the  amount  of  admissible  and  inadmissible 
assets  held  during  the  taxable  year."  The  following  hypothetical 
case  will  illustrate  the  treatment  of  inadmissibles  under  the  1918 
law: 

The  AB  Corporation's  balance-sheet  of  Jan.    i,  1919 


Assets 


Cash   

Accts.  receivable...  $50,000 
Less    reserve    for 
bad  debts 1,000 


$10,000 


49,000 


Notes   receivable . . .    $5,000 
Less     notes     rec. 
discounted  1,000      4,000 


Inventory,  mdse 20,000 

Plant  and  mach $100,000 

Less    reserve    for 
depreciation  . . .     10,000    90,000 


Liabilities  and  Capital 

Accounts  payable $20,000 

Notes  payable 10,000 


Mortgage  on  plant 10,000 

Capital  stock 100,000 

Surplus  43,ooo 


Stocks,  at  cost 


10,000 


$183,000 


$183,000 


On  May  I,  1919,  inadmissibles  costing  $20,000  were  pur- 
chased. On  November  i,  1919,  inadmissibles  costing  $10,000. 
were  purchased.  On  December  31,  1919,  the  total  admissible 
assets,  as  adjusted,  amounted  to  $150,000. 

In  computing  the  percentage  of  inadmissibles,  the  assets  must 
first  be  "adjusted  in  accordance  with  the  provisions  of  the  statute." 
Thus,  for  example,  goodwill  purchased  with  stock  must  be  re- 
duced to  25  per  cent  of  the  total  capital  stock  outstanding  on 
March  3,  1917,  or  at  the  beginning  of  the  taxable  year,  depend- 
ing upon  the  date  when  the  goodwill  was  acquired. 

As  the  reserve  for  bad  debts  is  not  allowable  deduction  in 
computing  net  taxable  income,  it  should  be  regarded  as  part  of 
surplus,  leaving  accounts  receivable  at  the  unadjusted  value  of 
$50,000. 

"Notes  receivable  discounted"  represents  the  contingent  liabil- 
ity for  notes  which  have  been  sold  to  the  bank.  These  notes  are 
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no  longer  assets  of  the  corporation  and  are  properly  deducted  as 
shown  in  the  balance-sheet  from  the  total  notes  receivable,  leav- 
ing the  net  amount  of  $4,000. 

"Plant  and  machinery"  should  be  adjusted  as  shown  in  the 
balance-sheet  by  deducting  the  reserve  for  depreciation,  leaving  a 
net  value  of  $90,000  to  be  used  in  the  computation.  If  any  part 
of  the  reserve  for  depreciation  has  been  disallowed  as  a  deduction, 
that  part  should  not  be  deducted  from  the  asset,  but  should  be 
regarded  as  part  of  surplus.  "Mortgage  on  plant"  does  not  enter 
into  the  computation,  as  it  does  not  reduce  the  value  of  the  asset 
but  simply  represents  the  amount  of  capital  borrowed  to  acquire 
the  asset. 

The  assets  at  their  adjusted  values  would  then  be  as  follows : 

Cash    $10,000 

Accounts  receivable  50,000 

Notes  receivable  4,000 

Inventory    20,000 

Plant  and  machinery 90,000 


Total  admissible  assets  January  I,  1919 $174,000 

Total  admissible  assets  December  31,  1919. . .     150,000 

Total    $324,000 


Average  admissible  assets  $162,000 

The  regulations  provide  that  if  at  any  time  a  substantial  change 
has  taken  place  either  in  the  amount  of  inadmissible  assets  or  in 
the  total  amount  of  admissible  and  inadmissible  assets,  the  effect 
of  such  change  shall  be  averaged  exactly  from  the  date  on  which 
it  occurred.  An  example  of  such  a  change  would  be  an  issue  of 
bonds  or  stock  by  a  corporation  during  the  year.  The  incoming 
cash  would  cause  a  substantial  change  in  the  amount  of  admissible 
assets.  In  our  hypothetical  case,  there  have  been  two  substantial 
changes  in  the  amount  of  inadmissibles  during  the  year,  which 
necessitate  averaging  from  the  date  of  each  change.  If  the 
amount  of  merchandise  inventory  at  the  end  of  each  month  were 
known,  and  the  books  were  fully  posted  each  month,  the  amounts 
of  admissible  and  inadmissible  assets  could  be  averaged  monthly. 
In  this  case,  however,  only  a  yearly  average  of  admissibles  can  be 
taken. 
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The  inadmissibles  would  be  averaged  as  follows : 

Number         Fraction  Average 

Date  of  change         Amount          of  days          of  year  amount 

Jan.   i,  1919 $10,000              365               $10,000.00 

May  I,  1919 20,000               245               49/73  13424.66 

Nov.  i,  1919 10,000                61               61/365  1,671.23 


Average  inadmissibles   $25,095.89 


Average  admissibles  $162,000.00 

Average  inadmissibles   25,095.89 


Average  total  admissible  and  inadmissible  assets $187,095.89 


Percentage  of  average  inadmissibles  to  average  of  total  assets 
equals  13.4  per  cent. 

This  percentage  of  the  invested  capital  gives  the  amount  to 
be  deducted,  leaving  the  net  invested  capital. 
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EDITORIAL 

Regional  Meetings 

The  regional  meeting  of  the  American  Institute  of  Accountants 
held  in  Chicago,  November  iQth,  was,  we  honestly  believe,  an 
epoch-making  event  in  the  history  of  accountancy  in  the  United 
States.  It  was  not  the  first  step  in  the  path  of  progress — the  tri- 
state  meetings  of  Delaware,  Maryland  and  Virginia  accountants 
led  the  way  several  years  ago — but  it  was  a  second  step,  and  one 
that  brought  us  considerably  onward. 

In  a  country  so  large  as  this,  it  is  always  difficult  to  secure  unity 
of  thought,  manner,  aim  and  action.  It  is  not  possible  to  assemble 
the  entire  membership  of  a  national  organization  such  as  the 
institute,  and  there  will  always  be  a  proportion,  generally  large, 
of  the  membership  whose  attendance  is  prevented  by  distance  or 
other  obstacle.  There  will  also  be  a  proportion  of  the  membership 
which  will  feel  itself  out  of  touch  with  the  affairs  of  the  organiza- 
tion and  will  be  inclined  to  a  sense  of  isolation  because  of  in- 
ability to  be  present  at  the  annual  meetings  of  the  national  body. 
But  the  justification  for  such  sentiments  will  be  reduced  to  an  in- 
considerable minimum  if  the  institute  goes  to  members  who  cannot 
or  will  not  come  to  the  institute. 

It  would,  of  course,  be  out  of  the  question  to  hold  satisfactory 
regional  meetings  in  enough  places  to  bring  every  member  within 
an  hour's  travel  of  the  point  of  meeting,  but  if  it  can  be  arranged— 
and  ultimately  we  believe  it  can — that  at  least  once  in  every  year 
there  shall  be  a  meeting  of  accountants  under  the  aegis  of  the 
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institute  at  a  point  within  twelve  hours'  travel  of  every  member, 
the  old  complaint  that  the  institute  and  its  meetings  are  far  re- 
moved from  many  of  the  members  will  be  almost  completely 
refuted. 

The  meeting  at  Chicago,  for  example,  which  was  attended  by 
about  300  accountants,  did  not  draw  upon  any  territory  more  than 
a  night's  journey  from  the  place  of  meeting.  A  similar  meeting  is 
to  be  held  in  Boston,  December  8th,  at  which  representatives  of 
all  New  England  states  are  expected  to  be  present.  Here  again  the 
place  of  meeting  is  within  twelve  hours'  journey  of  every  account- 
ant, and  within  a  shorter  journey  of  the  great  majority  of  account- 
ants in  New  England. 

It  is  not  asking  or  expecting  too  much  of  a  practising  account- 
ant that  he  shall  attend  professional  gatherings  which  make  no 
greater  demand  upon  his  time  or  resources  than  a  night's  journey 
each  way  and  the  traveling  expenses  involved. 

A  meeting  is  to  be  held  next  June  in  Norfolk,  Virginia,  which 
will  draw  upon  the  south-eastern  states.  Other  regional  meetings 
are  being  discussed  and  will  probably  be  held  in  other  parts  of  the 
country  when  the  success  of  the  meetings  of  Chicago  and  Boston 
becomes  generally  known. 

There  are  so  many  advantages  to  be  gained  by  the  meeting  to- 
gether of  accountants  and  the  discussing  of  vexed  questions,  that 
it  seems  unnecessary  to  mention  them. 

By  getting  together,  exchanging  ideas,  meeting  personally  and 
hearing  of  the  problems  which  confront  one's  confreres,  one 
obtains  a  breadth  of  view  and  of  sympathy  which  can  never  be 
acquired  by  the  man  who  remains  confined  within  the  limits  of  his 
own  practice  and  immediate  environment. 

At  the  meetings  which  are  to  be  held,  it  has  been  arranged  that 
everyone  engaged  or  directly  interested  in  public  accounting  and 
residing  or  practising  within  the  region  covered  by  the  meeting 
shall  receive  an  invitation  to  attend.  At  Chicago  fully  one-half  the 
accountants  in  attendance  at  the  meeting  were  not  connected  with 
the  American  Institute  of  Accountants.  They  were  invited  by 
representatives  of  the  institute,  were  accorded  every  privilege  and 
courtesy,  and  received  invitations  to  seek  membership  in  the  in- 
stitute if  they  were  qualified.  The  direct  result  will  be  a  consider- 
able accession  to  the  membership. 
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If  this  were  the  sole  result  of  the  meeting  in  Chicago,  it  would 
be  well  worth  while,  but  there  will  certainly  be  other  results. 

The  old  idea  that  the  institute  was  an  exclusive  organization, 
sufficient  unto  itself,  will  be  dispelled  as  accountants  generally  find 
that  they  are  welcome  at  the  regional  meetings  and  are  desired  as 
members  if  they  can  conform  to  the  constitutional  requirements. 

The  ideals  of  ethical  procedure  adopted  by  the  institute  and 
observed  by  most  of  its  members  can  be  gradually  disseminated 
throughout  the  entire  accounting  profession  by  means  of  such 
meetings. 

For  several  years  there  has  been  a  feeling  that  something  should 
be  done  to  bring  the  institute  into  closer  touch  with  the  profession 
in  some  of  the  sections  of  the  country  most  remote  from  such 
centers  as  New  York  and  Chicago.  The  fact  that  the  institute's 
operating  office  is  in  New  York  has  been  the  subject  of  criticism. 
The  constitutional  provision  that  two  annual  meetings  out  of  three 
shall  be  held  in  the  District  of  Columbia  has  also  raised  a  certain 
amount  of  objection  in  outlying  districts.  With  these  facts  in 
mind,  the  institute  has  considered  and  is  considering  the  formation 
of  chapters  wherever  such  organization  may  be  desirable.  That 
matter  has  not  yet  reached  a  definite  point  of  development.  A  new 
committee  was  appointed  last  September  and  is  now  working  on  a 
general  plan  of  chapter  organization  and  control.  In  the  mean- 
time regional  meetings  are  doing  much  to  answer  the  attacks  which 
have  been  made  by  those  who  are  placed  far  from  the  centers  of 
activity. 

Perhaps  the  regional  meeting  is  a  half-way  point  between  in- 
stitute and  chapter.  At  any  rate,  it  is  an  altogether  desirable 
development.  At  Chicago  there  was  not  a  single  criticism  of  the 
regional  idea.  Indeed,  it  is  difficult  to  imagine  a  valid  criticism 
that  could  have  been  offered. 
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EDITED  BY  STEPHEN  G.  RUSK 

During  the  month  that  has  elapsed  since  the  last  issue  of  THE  JOURNAL 
OF  ACCOUNTANCY  five  treasury  decisions  have  been  made,  all  of  which  are 
worthy  of  careful  consideration. 

At  a  time  like  this,  when  there  is  considerable  agitation  for  the  repeal 
of  the  excess-profits-tax  law;  for  the  deferring  of  payment  of  the  December 
iSth  instalment  of  federal  tax,  and  for  a  new  law  to  take  the  place  of  the 
excess-profits-tax  law,  it  behooves  accountants  to  remember  that  even  if 
the  excess-profits-tax  law  should  be  repealed  in  1921,  the  old  law  will  apply 
to  the  years  1909  to  1920,  inclusive,  and  therefore  the  decisions  handed  down 
by  the  various  authorities  will  have  important  bearing  upon  every  enterprise 
involved  thereby  for  many  years  to  come. 

The  decisions  that  are  published  in  THE  JOURNAL  OF  ACCOUNTANCY  this 
month  cover  a  varied  field  and  all  are  interesting. 

Number  3076  amends  those  articles  appertaining  to  depletion  of  timber 
and  promulgates  two  new  articles  (236  and  237),  in  which  are  laid  down 
rules  for  "aggregating  timber  and  land  values  for  purposes  of  valuation" 
and  the  accounting  that  is  required  by  the  department  in  cases  of  depletion 
of  timber. 

The  methods  of  valuation,  nature  of  proof  thereof,  method  of  deter- 
mination of  unit  value  and  the  application  of  said  unit  value  in  determination 
of  amount  of  depletion  are  set  forth  in  clear,  understandable  terms  in  this 
decision. 

It  is  doubtful,  however,  whether  there  are  many  concerns  engaged  in 
lumbering  operations  whose  accounting  history  is  complete  enough  to  make 
it  possible  to  comply  with  the  requirements  of  the  department.  Those  who 
revise  their  books  and  records  to  fit  them  to  show  the  information  required 
will  have  made  at  least  that  part  of  their  business  appertaining  to  valuation 
and  depletion  up  to  date.  Those  whose  records  have  been  kept  in  a  manner 
to  show  the  facts  required  by  the  department  will  know  that  their  accounts 
and  records  are  comprehensive  and  in  line  with  the  best  accounting  prac- 
tice. Those  whose  records  will  not  show  these  data  will  do  well  to  bring 
their  appraisals,  accounts  and  other  records  into  line. 

District  Judge  Knox,  of  the  district  court  of  the  United  States  for  the 
southern  district  of  New  York,  handed  down  a  decision  in  which  is  con- 
tained interesting  information  of  that  which  constitutes  gross  income  of 
"every  insurance  company  by  whatever  name  they  are  called."  He  con- 
cludes that  premium  deposits  made  in  advance  by  members  of  mutual 
insurance  companies  to  cover  estimated  losses  and  expenses,  so  long  as  the 
payment  thereof  constitutes  the  consideration  for  contract  of  insurance, 
constitutes  gross  income. 

This  decision  will  make  it  necessary  for  this  kind  of  insurance  company 
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to  estimate  its  losses  and  expenses  with  greater  accuracy  if  it  is  to  avoid 
paying  a  tax  on  a  transaction  that  has  been  generally  considered  to  be  one 
for  mutual  protection  and  not  for  profit. 

Treasury  decision  3080  relates  to  excess-profits  taxation  of  a  partnership 
under  the  law  of  1916-17,  and,  while  its  application  is  perhaps  to  the  specific 
case  of  which  it  treats,  it  is  also  indicative  of  what  must  be  present  in  a 
partnership  return  to  segregate  isolated  transactions  of  the  individual  part- 
ners from  those  that  may  be  said  to  constitute  a  "single  trade  or  business." 

Article  42  of  regulations  45  is  amended  by  treasury  decision  3082,  more 
clearly  to  define  what  constitute  sales  of  personal  property  on  the  instalment 
plan. 

Treasury  decision  3089  has  to  do  with  depletion  allowance  in  case  of  dis- 
covery of  a  valuable  deposit  of  mineral,  oil  or  gas. 

The  provisions  of  this  decision  are  such  as  to  define  the  rights  to  such 
value,  for  depletion  purposes,  as  between  lessor  and  lessee.  It  provides  that 
the  value  so  discovered  be  apportioned  between  lessor  and  lessee. 


TREASURY    RULINGS 

(T.  D.  3076,  October  5,  1920) 

Income  tax.     Depletion  of  timber 

Articles  228,  229,  230,  231,  233,  234  and  235  of  regulations  No.  45  amended 
and  articles  236  and  237  inserted 

Articles  228,  229,  230,  231,  233,  234  and  235  of  regulations  No.  45  are 
hereby  amended  and  articles  236  and  237  are  promulgated,  as  follows  : 

ART.  228.  Capital  recoverable  through  depletion  allowance  in  the  case 
of  timber. — In  general,  the  capital  remaining  in  any  year  recoverable 
through  depletion  allowances  may  be  determined  as  indicated  in  articles  202 
and  203.  In  the  case  of  leases  the  apportionment  of  deductions  between 
the  lessor  and  lessee  will  be  made  as  specified  in  article  204.  The  cost  of 
timber  properties  shall  be  determined  in  accordance  with  the  principles 
indicated  in  article  205.  For  method  of  determining  fair  market  value  and 
quantity  of  timber,  see  articles  234,  235  and  236.  For  depletion  purposes  the 
cost  of  the  timber  shall  not  include  any  part  of  the  cost  of  the  land. 

ART.  229.  Computation  of  allowance  for  depletion  of  timber  for  given 
year. — The  allowance  for  depletion  of  timber  in  any  taxable  year  shall  be 
based  upon  the  number  of  units  of  timber  felled  during  the  year  and  the  unit 
value  of  the  timber  in  the  timber  account  or  accounts  pertaining  to  the 
timber  cut.  The  unit  value  of  the  timber  for  a  given  timber  account  in  a 
given  year  shall  be  the  quotient  obtained  by  dividing  (a)  the  total  number 
of  units  of  timber  on  hand  in  the  given  account  at  the  beginning  of  the 
year  plus  the  number  of  units  acquired  during  the  year  plus  (or  minus) 
the  number  of  units  required  to  be  added  (or  deducted)  by  way  of  correct- 
ing the  estimate  of  the  number  of  units  remaining  available  in  the  account 
into  (b)  the  total  fair  market  value  as  of  March  i,  1913,  and  (or)  cost 
of  the  timber  on  hand  at  the  beginning  of  the  year,  plus  the  cost  of  the 
number  of  units  acquired  during  the  year,  plus  proper  additions  to  capital 
(see  art  231).  The  amount  of  the  deduction  for  depletion  in  any  taxable 
year  with  respect  to  a  given  timber  account  shall  be  the  product  of  (a) 
the  number  of  units  of  timber  cut  from  the  given  account  during  the  year 
multiplied  by  (fc)  the  unit  value  of  the  timber  for  the  given  account  for 
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the  year.  Those  taxpayers  who  keep  their  accounts  on  a  monthly  basis 
may,  at  their  option,  keep  their  depletion  accounts  on  a  monthly  basis,  in 
which  case  the  amount  deductible  on  account  of  depletion  for  a  given  month 
will  be  determined  in  the  manner  outlined  above  for  a  given  year.  The 
total  amount  of  the  deduction  for  depletion  in  any  taxable  year  shall  be  the 
sum  of  the  amounts  deductible  for  the  several  timber  accounts.  For  de- 
scription of  timber  accounts  see  articles  235  and  236. 

The  depletion  of  timber  takes  place  at  the  time  the  timber  is  felled. 
Since,  however,  it  is  not  ordinarily  practicable  to  determine  the  quantity  of 
timber  immediately  after  felling,  depletion  for  purposes  of  accounting  will 
be  treated  as  taking  place  at  the  time  when,  in  the  process  of  exploitation, 
the  quantity  of  timber  is  first  definitely  determined. 

ART.  230.  Revaluation  of  timber  not  allowed. — In  the  case  of  timber 
acquired  prior  to  March  i,  1913,  the  fair  market  value  as  of  that  date  shall, 
when  determined  and  approved  by  the  commissioner,  be  the  basis  for  deter- 
mining the  depletion  deduction  for  each  year  during  the  continuance  of  the 
ownership  under  which  the  fair  market  value  of  the  timber  was  fixed,  and 
during  such  ownership  there  shall  be  no  redetermination  of  the  fair  market 
value  of  the  timber  for  such  purpose.  However,  the  unit  market  (or  cost) 
value  of  the  timber  will  subsequently  be  changed  if  from  any  cause  such  unit 
market  (or  cost)  value,  if  continued  as  a  basis  of  depletion,  shall  upon 
evidence  satisfactory  to  the  commissioner  be  found  inadequate  or  excessive 
for  the  extinguishment  of  the  cost,  or  fair  market  value  as  of  March  I,  1913, 
of  the  timber. 

ART.  231.  Charges  to  capital  and  to  expenses  in  the  case  of  timber. — 
In  the  case  of  a  timber  property  held  for  future  operation  by  an  owner 
having  no  substantial  income  from  the  property  or  from  other  .sources,  all 
expenditures  for  administration,  protection,  and  other  carrying  charges 
prior  to  production  on  a  normal  basis  shall  be  charged  to  capital  account ; 
after  such  a  property  is  on  a  normal  production  basis  such  expenditures 
shall  be  treated  as  current  operating  expenses.  In  case  a  taxpayer,  who  has 
a  substantial  income  from  other  sources,  owns  a  timber  property  which  is 
not  yet  on  a  normal  production  basis,  he  may,  at  his  option,  charge  such 
expenditures  with  respect  to  such  timber  property  to  capital,  or  treat  them 
as  current  operating  expenses,  but  whichever  system  is  adopted  must  be 
followed  until  permission  to  change  to  the  other  system  is  secured  from  the 
commissioner.  In  the  case  of  timber  operations  all  expenditures  prior  to 
production  for  plants,  improvements  and  equipment,  and  thereafter  all 
major  items  of  plant  and  equipment,  shall  be  charged  to  capital  account  for 
purposes  of  depreciation.  After  a  timber  operation  has  been  developed  and 
equipped  and  has  reached  its  normal  output  capacity,  the  cost  of  additional 
minor  items  of  equipment  and  the  cost  of  replacement  of  minor  items  of 
worn-out  and  discarded  plant  and  equipment  may  be  charged  to  current 
operating  expenses,  unless  the  taxpayer  elects  to  write  off  such  expenditures 
through  charges  for  depreciation ;  however,  the  method  adopted  must  be 
followed  consistently  from  year  to  year. 

ART.  232.     Not  changed. 

ART.  233.  Information  to  be  furnished  by  taxpayer  claiming  depiction 
of  timber. — To  the  income-tax  return  of  the  taxpayer  claiming  a  deduction 
for  depletion  or  depreciation  or  both  there  shall  be  attached  a  map  and 
statement  (form  T-Timber)  for  the  taxable  year  covered  by  the  income-tax 
return.  Form  T-Timber  requires  the  following:  (a)  map  showing  timber 
and  land  acquired,  timber  cut,  and  timber  and  land  sold;  (b)  description 
of,  cost  of,  and  terms  of  purchase  or  lease  of,  timber  and  land  acquired: 
(c)  proof  of  profit  or  loss  from  sale  of  capital  assets;  (d)  description  of 
timber  with  respect  to  which  claim  for  loss,  if  any,  is  made;  (e)  record  of 
timber  cut;  (/)  changes  in  each  timber  account  as  the  result  of  purchase, 
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sale,  cutting,  re-estimate,  or  loss;  (g)  changes  in  physical  property  accounts 
as  the  result  of  additions  to  or  deductions  from  capital  and  depreciation 
(h)  operation  data  with  respect  to  raw  and  finished  materials  handled  ami 
inventoried;  (i)  unit  production  costs,  and  (;')  any  other  data  which  will  IK- 
helpful  in  determining  the  reasonableness  of  the  depletion  and  (or)  de- 
preciation deductions  claimed  in  the  return.  Similar  information  is  re- 
quired for  certain  years  prior  to  the  1919  taxable  year  from  those  tax- 
payers who  have  not  already  furnished  it.  The  specific  nature  of  the  in- 
formation required  for  the  earlier  years  is  given  in  detail  in  form  T-general 
forest  industries  questionnaire  for  the  years  prior  to  1919. 

ART.  234.  Determination  of  fair  market  value  of  timber. — Where  the 
fair  market  value  of  the  property  at  a  specified  date,  in  lieu  of  the  cost 
thereof,  is  the  basis  for  depletion  and  depreciation  deductions,  such  value 
shall  be  determined,  subject  to  approval  or  revision  by  the  commissioner 
upon  audit,  by  the  owner  of  the  property  in  the  light  of  the  most  reliable 
and  accurate  information  available  with  reference  to  the  condition  of  the 
property  as  it  existed  at  that  date,  regardless  of  all  subsequent  changes, 
such  as  changes  in  surrounding  circumstances,  in  methods  of  exploitation, 
in  degree  of  utilization,  etc.  The  value  sought  will  be  the  selling  price, 
assuming  a  transfer  between  a  willing  seller  and  a  willing  buyer  as  of  the 
particuar  date.  Such  factors  as  the  following  will  be  given  due  considera- 
tion :  (a)  character  and  quality  of  the  timber  as  determined  by  species,  age, 
size,  condition,  etc.;  (&)  the  quantity  of  timber  per  acre,  the  total  quan- 
tity under  consideration,  and  the  location  of  the  timber  in  question  with 
reference  to  other  timber;  (c)  accessibility  of  the  timber  (location  with 
reference  to  distance  from  a  common  carrier,  the  topography  and  other 
features  of  the  ground  upon  which  the  timber  stands  and  over  which  it 
must  be  transported  in  process  of  exploitation,  the  probable  cost  of  ex- 
ploitation, and  the  climate  and  the  state  of  industrial  development  of  the 
locality),  and  (d)  the  freight  rates  by  common  carrier  to  important  markets. 
The  timber  in  question  will  be  valued  on  its  own  merits  and  not  on  the  basis 
of  general  averages  for  regions;  however,  the  value  placed  upon  it,  taking 
into  consideration  such  factors  as  those  mentioned  above,  will  be  con- 
sistent with  that  of  the  other  timber  in  the  region.  The  commissioner  will 
give  due  weight  and  consideration  to  any  and  all  facts  and  evidence  having 
a  bearing  on  the  market  value,  such  as  cost,  actual  sales  and  transfers  of 
similar  properties,  the  margin  between  the  cost  of  production  and  the  price 
realized  for  timber  products,  market  value  of  stock  or  shares,  royalties 
and  rentals,  value  fixed  by  the  owner  for  the  purpose  of  the  capital  stock 
tax,  valuation  for  local  or  state  taxation,  partnership  accountings,  records 
of  litigation  in  which  the  value  of  the  property  has  been  involved,  the 
amount  at  which  the  property  may  have  been  inventoried  and  (or)  appraised 
in  probate  or  similar  proceedings,  disinterested  appraisals  by  approved 
methods,  and  other  factors.  For  depletion  purposes  the  fair  market  value 
at  a  specified  date  shall  not  include  any  part  of  the  value  of  the  land. 

ART.  235.  Determination  of  quantity  of  timber. — Each  taxpayer  claiming 
or  expecting  to  claim  a  deduction  for  depletion  is  required  to  estimate  with 
respect  to  each  separate  timber  account  the  total  units  (feet  board-measure 
log  scale,  cords  or  other  units)  of  timber  reasonably  known  or  on  good  evi- 
dence believed  to  have  existed  on  the  ground  on  March  i,  1913,  or  on  the 
date  of  acquisition  of  the  property,  as  the  case  may  be.  This  estimate  shall 
state  as  nearly  as  possible  the  number  of  units  which  would  have  been  found 
present  by  a  careful  estimate  made  on  the  specified  date  with  the  object  of 
determining  100%  of  the  quantity  of  timber  which  the  area  would  have  pro- 
duced on  that  date  if  all  of  the  merchantable  timber  had  been  cut  and 
utilized  in  accordance  with  the  standards  of  utilization  i-revailing  in  that 
region  at  that  time.  If  subsequently  during  the  ownership  of  the  taxpayer 
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making  the  return,  as  the  net  result  of  the  growth  of  the  timber,  of  changes 
in  standards  of  utilization,  of  losses  not  otherwise  accounted  for,  of  aban- 
donment of  timber,  and  (or)  of  errors  in  the  original  estimates,  there  are 
found  to  remain  on  the  ground,  available  for  utilization,  more  or  less  units 
of  timber  than  remain  in  the  timber  account  or  accounts,  a  new  estimate 
of  the  recoverable  units  of  timber  (but  not  of  the  cost  or  the  fair  market 
value  at  a  specified  date)  shall  be  made,  and,  when  made,  shall  thereafter 
constitute  a  basis  for  depletion. 

ART.  236.  Aggregate  timber  and  land  for  purposes  of  valuation  and 
accounting. — With  a  view  to  logical  and  reasonable  valuation  of  timber, 
the  taxpayer  shall  include  his  timber  in  one  or  more  accounts.  In  general, 
each  such  account  shall  include  all  of  the  taxpayer's  timber  which  is  located 
in  one  "block,"  a  block  being  an  operation  unit  which  includes  all  of  the 
taxpayer's  timber  which  would  logically  go  to  a  single  given  point  of  manu- 
facture. In  those  cases  in  which  the  point  of  manufacture  is  at  a  consider- 
able distance,  or  in  which  the  logs  or  other  products  will  probably  be  sold 
in  a  log  or  other  market,  the  block  may  be  a  logging  unit  which  includes 
all  of  the  taxpayer's  timber  which  would  logically  be  removed  by  a  single 
logging  development.  In  exceptional  cases,  provided  there  are  good  and 
substantial  reasons,  and  subject  to  approval  or  revision  by  the  commissioner 
on  audit,  the  taxpayer  may  divide  the  timber  in  a  given  block  into  two  or 
more  accounts,  e.  g.,  timber  owned  on  February  28,  1913,  and  that  purchased 
subsequently  may  be  kept  in  separate  accounts,  or  timber  owned  on  Feb- 
ruary 28,  1913,  and  the  timber  purchased  since  that  date  in  several  distinct 
transactions  may  be  kept  in  several  distinct  accounts,  or  individual  tree 
species  or  groups  of  tree  species  may  be  carried  in  distinct  accounts,  or 
special  timber  products  may  be  carried  in  distinct  accounts,  or  blocks  may  be 
divided  into  two  or  more  accounts  based  on  the  character  of  the  timber 
and  (or)  its  accessibility,  or  scattered  tracts  may  be  included  in  separate 
accounts.  When  such  a  division  is  made,  a  proper  portion  of  the  total 
value  or  cost,  as  the  case  may  be,  shall  be  allocated  to  each  account. 

The  timber  accounts  mentioned  in  the  preceding  paragraph  shall  not  in- 
clude any  part  of  the  value  or  cost,  as  the  case  may  be,  of  the  land.  In  a 
manner  similar  to  that  prescribed  in  the  foregoing  part  of  this  article  the 
land  in  a  given  "block"  may  be  carried  in  a  single  land  account  or  may  be 
divided  into  two  or  more  accounts  on  the  basis  of  its  character  and  (or) 
accessibility.  When  such  a  division  is  made,  a  proper  portion  of  the  total 
value  or  cost,  as  the  case  may  be,  will  be  allocated  to  each  account. 

The  total  value  or  total  cost,  as  the  case  may  be,  of  land  and  timber 
shall  be  equitably  allocated  to  the  timber  and  land  accounts,  respectively. 

Each  of  the  several  land  and  timber  accounts  carried  on  the  books  of 
the  taxpayer  shall  be  definitely  described  as  to  their  location  on  the  ground 
either  by  maps  or  by  legal  descriptions. 

For  good  and  substantial  reasons  to  be  approved  by  the  commissioner, 
or  as  required  by  the  commissioner,  the  timber  or  the  land  accounts  may 
be  readjusted  by  dividing  individual  accounts  by  combining  two  or  more 
accounts,  or  by  dividing  and  recombining  accounts. 

ART.  237.  Timber  depletion  atid  depreciation  accounts  on  books. — 
Every  taxpayer  claiming,  or  expecting  to  claim,  a  deduction  for  depletion 
and  (or)  depreciation  of  timber  property  (including  plants,  improvements 
and  equipment  used  in  connection  therewith),  shall  keep  accurate  ledger 
accounts  in  which  shall  be  charged  the  fair  market  value  as  of  March  i, 
1913,  or  the  cost,  as  the  case  may  be,  of  (a)  the  property,  and  (6)  the 
plants,  improvements  and  equipment,  together  with  such  amounts  subse- 
quently expended  for  the  administration,  protection,  and  other  carrying 
charges,  or  development  of  the  property  or  additions  to  plant  and  equip- 
ment as  are  not  chargeable  to  current  operating  expenses.  (See  arts.  231 
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and  236.)  In  such  accounts  there  shall  he  set  up  separately  the  quantity  of 
timber,  the  quantity  of  land,  and  the  quantity  of  other  resources  if  any 
and  a  proper  part  of  the  total  value  or  cost  shall  he  allocated  to  each  (See 
art.  236.)  These  accounts  shall  be  credited  with  the  amount  of  the  de- 
preciation and  depletion  deductions  claimed  and  allowed  each  year,  or  the 
amount  of  the  depreciation  and  depletion  shall  be  credited  to  depletion  and 
depreciation  reserve  accounts,  to  the  end  that  when  the  sum  of  the  credits 
for  depletion  and  depreciation  equals  the  value  or  cost  of  the  property,  plu* 
the  amount  added  thereto  for  administration,  protection,  and  other  carrying 
charges,  or  development  or  for  additional  plant  and  equipment,  less  salvage- 
value  of  the  physical  property,  no  further  deduction  for  depletion  and  de- 
preciation will  be  allowed. 

(T.  D.  3078,  October  13,   1920) 
Income  tax — Decision  of  court 

Corporation   excise  and   income  taxes — Acts  of  August  5,   1909,  and 
October  3,   1913 

1.  Gross  Income  of  Insurance  Companies — Premium  Receipts. 

The  premium  receipts  of  "every  insurance  company"  by  whatever  name 
they  are  called  are,  unless  specifically  exempted  by  the  terms  of  the  taxing 
statutes  in  question,  a  part  of  such  company's  gross  income. 

2.  Same — Premium  Deposits. 

Premium  deposits  made  in  advance  by  members  of  a  mutual  insurance 
company  to  cover  estimated  losses  and  expenses  are,  so  long  as  the  payment 
thereof  constitutes  the  consideration  for  contract  of  insurance,  insurance  pre- 
miums constituting  gross  income  of  the  company. 

3.  Same — Interest  on  Bank  Balances  and  Profits  from  Investment  of  Pre- 

mium Deposits. 

Moneys  received  by  way  of  interest  upon  bank  balances  and  from  invest- 
ment of  such  portion  of  premium  deposits  as  are  not  currently  required  for 
the  payment  of  losses  and  expenses  are  profits  earned  by  an  insurance  com- 
pany subject  to  tax. 

4.  Mutual  Fire  Insurance  Companies — Corporation  Coming  Within  Mean- 

ing oi. 

A  corporation,  organized  to  insure  its  members,  limited  to  jewelers  and 
dealers  in  goods  ordinarily  in  the  jewelry  trade  against  loss  or  damage  by 
fire,  theft,  barraty,  embezzlement  and  transportation,  which  requires  each 
member  to  deposit  in  advance  a  definite  sum  sufficient  to  cover  estimated 
losses  and  expenses  for  the  ensuing  year,  the  balance  of  such  deposits  being 
returned  to  members,  is  a  mutual  fire  insurance  company  and  subject  to  the 
taxes  imposed  by  the  acts  of  August  5,  1909,  and  October  3,  1913. 

The  appended  decision,  dated  July  19,  1920,  of  the  United  States  district 
court  for  the  southern  district  of  New  York,  on  the  cases  of  Jewelers 
Safety  Fund  Society  v.  Lowe,  collector,  and  Jewelers  Safety  Fund  Society 
v.  Anderson,  collector,  is  published  for  the  information  of  internal  revenue 
officers  and  others  concerned. 

DISTRICT  COURT  OF  THE  UNITED  STATES  FOR  THE  SOUTHERN  DISTRICT  OF 

NEW  YORK 

Jewelers  Safety  Fund  Society,  plaintiff,  v.  John  Z.  Lowe,  Jr.,  collector  of 
internal  revenue,  defendant,  and  Jewelers  Safety  Fund  Society,  plain- 
tiff, v.  Charles  W.  Anderson,  collector  of  internal  revenue,  defendant. 
Upon  demurrer  to  the  complaint  on  the  ground  that  it  does  not  state  facts 

sufficient  to  constitute  a  cause  of  action 

KNOX,  District  Judge:  The  premium  receipts  of  "every  insurance  com- 
pany" are,  unless  specifically  exempted  by  the  terms  of  the  taxing  statutes 
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in  question,  a  part  of  such  company's  gross  income,  and,  as  such,  are  to  be 
accounted  for.  (Penn  Mutual  Life  Ins.  Co.  v.  Lederer,  No.  499,  supreme 
court  of  the  United  States,  decided  April  19,  1920.) 

It  makes  no  difference  by  what  name  the  premiums  are  called  so  long 
as  the  payment  thereof  constitutes  the  consideration  for  the  insurance  con- 
tract. Now,  that  is  precisely  the  function  performed  by  the  co-called  de- 
posits made  with  the  plaintiff  company  by  the  persons  who  enjoy  the  pro- 
tection of  its  policies.  That  such  deposits  are  in  excess  of  the  probable  cost 
of,  and  loss  incident  to,  the  risk  of  the  insurance  written  by  the  company 
does  not  change  the  character  of  the  payments.  In  other  words,  the 
deposits  are  at  all  times  while  in  the  possession  of  the  company  subject  to 
application  to  its  expenses  and  losses.  That  the  entire  sum  may  not  be 
required  for  such  purposes  is  but  an  incident  of  the  nature  of  the  company 
and  its  good  fortune  in  not  being  subjected  to  unusual  losses  and  the  con- 
sequent depletion  of  the  funds  applicable  to  the  payment  thereof.  If  there 
were  any  doubt  as  to  the  nature  of  the  deposit  it  should  be  resolved  against 
the  company  by  reason  of  the  provisions  of  section  G,  subdivision  (fr),  of 
the  act  of  October  3,  1913.  There,  deposits,  of  the  same  nature  as  the 
deposits  here  made,  are  designed  "premium  deposits."  See  also  Union  Ins. 
Co.  v.  Hoge  (21  How.,  35). 

I  think  it  altogether  clear  that  the  plaintiff  is  not  within  any  of  the  classes 
of  companies  and  organizations  which,  under  the  taxing  acts  of  1909  and 
1913,  enjoy  entire  freedom  from  liability  to  taxation.  Unless,  therefore,  it 
may  be  held  that  under  some  portion  of  the  statute  of  1913  the  plaintiff  is 
the  beneficiary  of  a  partial  immunity  from  taxation,  it  must  be  liable  therefor 
upon  its  entire  net  income  to  be  ascertained  as  the  act  declares.  Taxation 
upon  such  basis  would,  however,  considering  the  nature  of  plaintiff's  organ- 
ization and  its  method  of  doing  business  (viz,  the  maintenance  on  hand  of 
a  large  margin  between  estimated  probable  losses  and  those  reasonably 
possible},  result  in  a  series  of  inconsistent  and  inequitable  tax  assessments, 
and  in  making  exceptions  as  to  the  method  of  determining  net  income  as  to 
certain  mutual  insurance  companies  the  congress  proceeded  with  its  legisla- 
tion along  a  very  definite  and  logical  line.  We  observe  as  a  result  the 
proviso  contained  in  subdivision  (&)  of  section  G. 

Passing,  now,  to  other  sources  of  income  possessed  by  the  plaintiff,  it  is 
found  that  it  receives  money  by  way  of  interest  upon  bank  deposits  and 
from  the  investment  of  such  portion  of  its  premium  deposits  as  are  not 
currently  required  for  losses  and  expenses.  The  yield  thus  accruing  to  the 
plaintiff  ultimately  reduces  the  cost  of  insurance  to  those  holding  policies. 
In  other  words,  the  company  earns  a  profit  by  means  of  its  management 
and  control  of  the  premium  deposits.  Such  profit  is  subject  to  tax  under 
the  authority  of  Penn  Mutual  Insurance  Co.  v.  Lederer,  supra.  Further- 
more, if  the  plaintiff  is  a  mutual  fire  insurance  company  under  subdivision 
(&)  of  the  1913  act,  the  yield,  from  bank  balances  and  investments  made,  by 
the  terms  of  such  subdivision  may  be  said  to  be  specifically  subject  to  tax. 

The  plaintiff  was  chartered  by  a  special  act  of  the  New  York  state- 
legislature.  Section  2  of  the  act  of  incorporation  authorizes  the  society 
to  insure  manufacturers  or  importers  of,  and  wholesale  or  retail  dealers  in, 
watches,  *  *  *  jewelry,  diamonds,  and  similar  articles  against  loss  or 
damage  thereto  by  any  and  all  risks  of  fire,  theft,  barratry  and  embezzlement, 
and  any  and  all  risks  of  transportation  by  land  or  water.  With  this  delega- 
tion of  power  I  fail  to  see  why  the  plaintiff  is  any  less  a  mutual  fire  insur- 
ance company  because  of  the  fact  that  in  addition  to  writing  insurance  upon 
the  mutual  plan  against  fire  risks,  it  insures,  likewise  on  the  mutual  plan, 
against  the  risk  of  theft,  embezzlement,  transportation  and  other  hazards. 

It  may  be  true,  as  suggested  by  counsel  for  plaintiff,  that  this  society 
would  not  be  described  as  a  fire  insurance  corporation  under  the  general 
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insurance  law  of  the  state;  but  I  believe  it  may  fairly  be  said  that  were  ill- 
insured  of  this  society  not  limited  to  jewelers  and  those  dealing  in  good. 
ordinarily  carried  in  the  jewelry  trade,  the  company  might  very  properly 
be  so  described.  Certainly  it  is  no  more  inconsistent  to  call  this  cotnpan'v 
a  mutual  hre  insurance  corporation  than  it  would  be  (as  does  the  New  Yori 
statute)  to  so  call  a  company  which,  upon  the  mutual  plan,  insures  not  onlJ 
against  risks  by  fire  but  also  against  risks  of  lightning,  windstorm  tornado 
cyclone,  earthquake,  hail,  frost  or  snow. 

I  suppose  that,  generally  speaking,  life,  fire  and  marine  insurance  are  the 
most  distinctive  branches  of  indemnity  underwriting.  Practically  all  of 
such  companies  now  insure  against  other  hazards  than  death,  fire  and  marine 
disaster,  but  the  distinctive  character  of  such  companies  is  not  altogether 
obliterated  for  that  reason.  I  consequently  am  of  opinion  that  when  in  1913 
congress  made  a  special  proviso  with  respect  to  mutual  fire  insurance  com- 
panies, its  intent  and  purpose  was  quite  sufficient  to  include  the  plaintiff 
company  within  such  designation. 

Reaching,  as  I  do,  the  aforementioned  conclusion,  it  follows  that  after 
taking  advantage  of  all  deductions  from  gross  income  which  the  law  permits 
the  plaintiff,  there  still  remained  to  the  plaintiff  for  the  years  1912.  1913. 
1914  and  1915,  under  the  statutes  then  in  force,  an  amount  of  gross  income 
subject  to  taxation. 

The  demurrer  to  each  of  the  complaints  will  be  sustained. 

(T.  D.  3080,  October  19,  1920) 
Income  tax — Excess  profits  taxes — Decision  of  court 

1.  Partnership — Single  Trade  or  Business. 

In  determining  liability  under  section  209  of  the  act  of  October  3,  1917, 
income  derived  from  a  single  timber-land  deal  by  a  partnership,  whose 
principal  business  is  dealing  in  lumber,  cannot,  by  reason  of  section  201  of 
the  act,  be  considered  and  treated  separate  and  apart  from  other  partnership 
income  or  profits. 

2.  "Invested  Capital"  Defined. 

The  term  "invested  capital,"  as  used  in  section  209  of  the  act  of  October 

3.  1917,  includes  all  working  capital  consisting  of  money  or  property  em- 
ployed in  the  business  or  for  its  benefit,  and  furnished  or  paid  in  by  one  or 
more  of  the  partners. 

3.  Partnership — Rate  of  Assessment  Where  Having  Invested  Capital. 
Where,  during  the  year  1917,  a  partnership  had  invested  capital,  as  above 

defined,  more  than  nominal  in  amount,  excess  profits  taxes  upon  its  income 
could  not  be  assessed  at  the  lower  rate  provided  by  section  209  of  the  act  of 
October  3,  1917. 

4.  Partnership — Objection  to  Method  of  Determining  Invested  Capital. 

A  partnership  which  had  invested  capital  more  than  nominal  in  amount 
cannot  complain  of  regulations  promulgated  or  of  the  method  employed  in 
determining  the  amount  of  such  capital,  where  the  arbitrary  or  supposititious 
invested  capital  fixed  upon  was  larger  in  amount  than  the  invested  capita' 
actually  possessed  and  employed,  and  the  taxes  imposed  were  correspondingly 
diminished. 

5.  Partnership— Brokers. 

Members  of  a  partnership  who  are  paid  neither  a  salary  nor  commissions 
for  their  services,  but  who  buy  and  sell  lumber  and  undertake  and  assume 
all  the  risks  and  enjoy  all  the  benefits  of  a  merchandising  business,  employing 
a  large  amount  of  capital,  are  not  brokers. 
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6.  Partnership— Property  Pledged  as  Collateral  Security  as  Part  of  In- 
vested Capital. 

Property  of  member  of  partnership  deposited  with  bank  and  pledged  as 
collateral  security  for  the  repayment  of  a  loan  by  or  for  the  benefit  of  the 
partnership  in  pursuance  of  the  articles  of  partnership  is  part  of  the  invested 
capital  of  such  partnership. 

The  appended  decision  of  the  district  court  of  the  United  States  for  the 
western  district  of  Michigan,  southern  division,  in  the  case  of  Cartier- 
Holland  Lumber  Co.,  a  partnership,  v.  Doyle,  collector,  rendered  August  7, 
1920,  is  published  not  as  a  ruling  but  for  the  information  of  internal  revenue 
officers  and  others  concerned. 

DISTRICT  COURT  OF  THE  UNITED  STATES,  WESTERN  DISTRICT  OF  MICHIGAN, 
SOUTHERN  DIVISION 

Charles  E.  Cartier  and  Edivard  M.  Holland,  copartners,  doing  business  under 
the  firm  name  and  style  of  Carticr-Holland  Lumber  Co.,  plaintiffs,  v. 
Emanuel  J.  Doyle,  collector,  defendant. 

SESSIONS,  District  Judge:  Cartier-Holland  Lumber  Co.  is  a  partnership, 
composed  of  Charles  E.  Cartier  and  Edward  M.  Holland,  engaged  in  the 
business  of  buying,  selling  and  dealing  in  timber,  lumber  and  other  forest 
products.  The  net  income  or  profits  of  the  firm  during  the  taxable  year  1917 
amounted  to  $47,018.  Of  this  sum,  $20,353  resulted  from  an  isolated  sale 
of  timbered  land  and  the  balance  from  the  regular  or  customary  lumber 
business  of  the  partnership.  The  company  has  never  owned  any  lands, 
timber,  plant,  mill  or  yard,  and  has  never  done  any  manufacturing  or  car- 
ried any  stock  of  manufactured  lumber.  Its  principal  business  consisted  of 
buying  lumber  from  manufacturers  and  reselling  the  same  to  its  own  cus- 
tomers. The  business  was  conducted  by  the  partners  personally,  with  the 
assistance  of  a  small  cderical  office  force,  one  bookkeeper  and  two  stenog- 
raphers. Since  its  organization  in  1912,  the  firm  has  at  all  times  been  a 
heavy  borrower  of  money.  According  to  its  books,  on  January  i,  1917,  the 
company's  indebtedness  to  banks  for  borrowed  money  was  the  sum  of 
$36,300,  and  its  other  indebtedness,  presumably  for  lumber  purchased, 
amounted  to  $12,309.22,  making  a  total  indebtedness  of  $48,609.22;  its 
accounts  and  bills  receivable,  probably  representing  lumber  sold,  aggregated 
$39,281.72,  and  its  other  assets,  including  petty  cash,  office  furniture,  in- 
surance paid,  and  cash  in  bank,  amounted  to  the  sum  of  $2,108.65,  making 
a  total  of  assets  of  $41,390.37.  In  other  words,  at  the  beginning  of  the  tax- 
able year,  the  liabilities  of  the  firm  exceeded  its  assets  by  the  sum  of 
$7,218.85.  The  account  of  each  member  of  the  firm  was  then  several 
thousand  dollars  overdrawn.  At  the  end  of  the  year  1917,  the  firm  assets 
exceeded  its  liabilities  by  nearly  $14,000,  which  consisted  entirely  of  profits 
made  during  the  taxable  year. 

Plaintiff's  articles  of  agreement  of  copartnership  contained  the  following 
provision : 

The  paid-in  capital  of  the  partnership  is  to  be  thirty  thousand  dollars 
($30,000),  all  or  any  portion  of  which  amount  is  to  be  furnished  to  the 
partnership  by  above  named  Charles  E.  Cartier,  as  the  requirements  of  the 
partnership  appear,  and  upon  the  note  or  notes  of  such  partnership ;  such 
note  or  notes  not  to  be  made  transferable  nor  made  items  of  record.  Such 
notes  are  to  be  paid  at  the  earliest  practicable  opportunity  out  of  the  net 
earnings  of  the  partnership  business,  and  to  bear  legal  rate  of  interest. 

For  a  time,  in  carrying  out  this  provision  of  the  partnership  agreement, 
plaintiff  Cartier  borrowed  money  from  the  banks  upon  his  own  note  secured 
by  collateral  and  furnished  the  same  to  the  company.  Later,  and  probably 
before  January  i,  1917,  the  agreement  was  modified  and  working  capital 
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was  obtained  by  borrowing  money  from  banks  upon  firm  notes,  indoned  by 
both  members  of  the  firm  and  secured  by  collateral  furnished  by  Cartier 
the  property  so  pledged  as  collateral  security  in  all  cases  and  at  all  times 
being  of  greater  value  than  the  face  of  the  notes.  This  method  was  pursued 
during  the  entire  year  1917. 

Plaintiffs,  as  copartners,  made  due  return  of  net  income  of  $47,018  for 
the  year  1917,  and  voluntarily  paid  an  excess  profits  tax,  computed  at  8%. 
in  accordance  with  the  provisions  of  section  209  of  Title  II  of  the  act  of 
October  3,  1917,  and  amounting  to  $3,761.44.  Apparently,  their  right  to  a 
deduction  of  $6,000  from  the  income  before  computing  the  tax  was  inad- 
vertently overlooked.  Thereafter  the  commissioner  of  internal  revenue. 
claiming  that  plaintiffs  were  not  entitled  to  the  benefit  of  the  provisions  of 
section  209  of  the  act  of  October  3,  1917,  but  were  taxable  under  the  pro- 
visions of  sections  201  and  210  of  that  act,  assessed  against  them  an  addi- 
tional excess  profits  tax  for  1917  amounting  to  $9,027.46.  Plaintiffs  paid 
the  additional  tax  under  protest  and  have  brought  this  suit  for  its  recovery. 

The  conclusions  reached  upon  questions  of  law  involved  in  this  case  may 
be  thus  summarized : 

1.  Plaintiff's  contention  that,  in  the  assessment  of  excess  profits  taxes. 
the  income  derived  from  the  single  timber-land  deal,  amounting  to  the  sum 
of  $20,353,  must  be  considered  and  treated  by  itself  and  separate  and  apart 
from  other  partnership  income  or  profits  is  negatived,  in  express  terms,  bv 
the  statute  here  under  consideration : 

For  the  purpose  of  this  title  every  corporation  or  partnership  not  ex- 
empt under  the  provisions  of  this  section  shall  be  deemed  to  be  engaged  in 
business,  and  all  the  trades  and  business  in  which  it  is  engaged  shall  be 
treated  as  a  single  trade  or  business,  and  all  its  income  from  whatever  source 
shall  be  deemed  to  be  received  from  such  trade  or  business. 

(Confessedly  the  company's  principal  business  was  dealing  in  lumber,  and 
under  this  statute  its  entire  income  must  be  attributed  to  that  business.) 

2.  If  during  the  year  1917  Cartier-Holland  Lumber  Company  had  in- 
vested capital,  within  the  purview  and  meaning  of  that  term  as  employed  in 
the   statute,  more  than  nominal   in  amount,  excess  profits  taxes  upon  its 
income  could  not   be  assessed  under  the  provisions  of  section  209  of  tho 
statute,  and  if  the  amount  of  such  invested  capital  could  not  be  satisfactorily 
determined,    excess   profits  taxes  must  have  been  assessed  under  sections 
201  and  210  in  accordance  with  proper  regulations  prescribed  by  the  com- 
missioner of  internal  revenue.     If  the  lumber  company  had  invested  capital 
more  than  nominal  in  amount,  plaintiffs  are  not  in  a  position  to  complain  of 
the  regulations  promulgated  or  of  the  method  employed  in  determining  the 
amount  of  the  firm's  invested  capital  which  forms  the  basis  of  the  computa- 
tion of  the  taxes,  because  under  the  undisputed  evidence  the  arbitrary  or 
suppositious  invested    capital    fixed   upon  was   larger    in  amount  than  the 
invested   capital  actually  possessed  and  employed,  and  the   taxes  imposed 
were  correspondingly  diminished.    These  taxes  are  assessed  upon  percentages 
of  income    to   invested   capital.     The    larger    the   capital  the   smaller  the 
percentage  and  resulting  tax. 

3.  Plaintiffs  are  not  brokers  within  any  accepted  definition  of  that  term. 
They  are  paid  neither  a  salary  nor  commissions  for  their  services.     They 
buy  and  sell  lumber  and  undertake  and  assume  all  the  risks  and  enjoy  all 
the  benefits  of  a  merchandising  business.     They  employ  a  large  amount  of 
capital ;  their  income  is  dependent  upon  their  personal  services  and  efforts 
only  in  the  same  way  and  to  the  same  extent  that  the  farmer  who  works 
his  own   farm  or  the   merchant  who  conducts  his  own   store  derives  his 
income  from  his  individual  endeavors. 

4.  The  rights  of   these  parties  cannot  be  made  to  depend  upon  non- 
statutory  classifications,  regulations  or  definitions.     The   statute  applies  to 
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all  trades  and  businesses  without  regard  to  their  class  or  character.  While 
in  doubtful  cases  departmental  regulations  may  be  an  aid  in  construction 
and  interpretation,  they  can  neither  add  to  nor  substract  from  plain  con- 
gressional enactments.  In  this  instance  differences  in  the  meaning  of  the 
terms  "invested  capital"  and  "capital"  are  wholly  immaterial.  If  Cartier- 
Holland  Lumber  Company  had  any  invested  capital,  it  was  substantial  and 
not  merely  nominal,  and  plaintiffs  must  fail.  On  the  other  hand,  if  the 
company  had  no  invested  capital,  plaintiffs  are  entitled  to  recover,  regardless 
of  the  amount  of  its  borrowed  or  other  non-invested  capital. 

That  the  partnership  was  doing  business  upon  borrowed  money  is  beyond 
dispute,  and  that  invested  capital  does  not  include  borrowed  money  is  settled 
by  the  express  terms  of  the  statute,  but  it  by  no  means  follows  that  plain- 
tiffs are  right  in  their  contentions.  The  term  "invested  capital"  as  here 
used  includes  all  working  capital,  consisting  of  money  or  property  employed 
in  the  business  or  for  its  benefit  and  furnished  or  "paid  in"  by  one  or  moro 
of  the  partners.  Applying  this  test,  it  is  clear  that  this  partnership  had 
invested  capital  within  the  purview  and  meaning  of  the  statute.  In  the 
determination  of  this  question,  money  borrowed  from  banks  or  individuals 
other  than  members  of  the  firm  and  solely  upon  the  credit  of  the  firm  must 
be  excluded  and  may  not  be  considered;  and,  for  the  purpose  of  this  de- 
cision, it  is  unnecessary  to  determine  whether,  as  claimed  by  counsel  for 
defendant,  money  borrowed  upon  the  notes  of  the  firm,  indorsed  by  the 
individual  partners,  and  largely,  if  not  wholly,  upon  the  credit  of  the  latter, 
is  to  be  deemed  invested  capital  of  the  partnership.  If  the  original  partner- 
ship agreement  had  been  carried  out  and  performed,  it  would  not  be  claimed 
that  the  moneys  paid  in  and  furnished  by  plaintiff  Cartier,  in  accordano 
with  its  terms,  would  not  constitute  invested  capital  of  the  firm,  without 
regard  to  the  manner  in  which  or  the  source  from  which  such  moneys  were 
obtained  by  him.  The  method  or  plan  adopted  and  used  in  1917  was  a 
change  in  form  rather  than  in  substance.  The  evidence  shows  conclusively 
that  for  every  dollar  of  money  borrowed  from  the  bank  property  of  one  of 
the  members  of  this  firm  exceeding  in  value  the  amount  of  the  loans  was 
deposited  with  the  bank  and  pledged  as  collateral  security  for  the  repay- 
ment of  such  borrowed  money.  The  property  so  furnished  and  pledged 
became  a  part  of  the  working  capital,  and  was  used  and  employed  in  the 
business  of  the  company  to  the  same  extent  as  if  it  had  been  paid  directly 
into  the  firm  treasury. 

Judgment  will  be  entered  for  defendant,  with  costs  of  suit  to  be  taxed. 

(T.  D.  3082,  October  20,  1920) 

Income  tax 
Cross  income  defined — Inclusions — Article  42,  regulations  No.  45,  amended 

Article  42  of  regulations  No.  45  is  hereby  amended  to  read  as  follows : 
ART.  42.  Sale  of  personal  property  on  instalment  plan. — Dealers  in  per- 
sonal property  ordinarily  sell  either  for  cash  or  on  the  personal  credit  of  the 
buyer  or  on  the  instalment  plan.  Occasionally  a  fourth  type  of  sale  is  met 
with,  in  which  the  buyer  makes  an  initial  payment  of  such  a  substantial 
nature  (for  example,  a  payment  of  more  than  25%)  that  the  sale,  though 
involving  deferred  payments,  is  not  one  on  the  instalment  plan.  In  sales  on 
personal  credit,  and  in  the  substantial  payment  type  just  mentioned,  obliga- 
tions of  purchasers  are  to  be  regarded  as  the  equivalent  of  cash,  but  a  dif- 
ferent rule  applies  to  sales  on  the  instalment  plan.  Dealers  in  personal 
property  who  sell  on  the  instalment  plan  usually  adopt  one  of  four  ways 
of  protecting  themselves  in  case  of  default:  (a)  through  an  agreement  that 
title  is  to  remain  in  the  seller  until  the  buyer  has  completely  performed  his 
part  of  the  transaction ;  (ft)  by  a  form  of  contract  in  which  title  is  con- 
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veyed  to  the  purchaser  immediately,  but  subject  to  a  lien  for  the  unpaid 
portion  of  the  purchase  price;  (c)  by  a  present  transfer  of  title  to  the 
purchaser,  who  at  the  same  time  executes  a  reconveyance  in  the  form  of  a 
chattel  mortgage  to  the  seller;  or  (d)  by  conveyance  to  a  trustee  pending 
performance  of  the  contract  and  subject  to  its  provisions.  The  general 
purpose  and  effect  being  the  same  in  all  of  these  plans,  it  is  desirable  that  a 
uniformly  applicable  rule  be  established.  The  rule  prescribed  is  that  in  the 
sale  or  contract  for  sale  of  personal  property  on  the  instalment  plan,  whether 
or  not  title  remains  in  the  vendor  until  the  property  is  fully  paid  for,  the 
income  to  be  returned  by  the  vendor  will  be  that  proportion  of  each  in- 
stalment payment  which  the  gross  profit  to  be  realized  when  the  property 
is  paid  for  bears  to  the  gross  contract  price.  Such  income  may  be  ascer- 
tained by  taking  as  profit  that  proportion  of  the  total  cash  collections  re- 
ceived in  the  taxable  year  from  instalment  sales  (such  collections  being 
allocated  to  the  year  against  the  sales  of  which  they  apply),  which  the  annu;  1 
gross  profit  to  be  realized  on  the  total  instalment  sales  made  during  each 
year  bears  to  the  gross  contract  price  of  all  such  sales  made  during  that 
respective  year.  In  any  case  where  the  gross  profit  to  be  realized  on  a  sale 
or  contract  for  sale  of  personal  property  has  been  reported  as  income  for 
the  year  in  which  the  transaction  occurred,  and  a  change  is  made  to  the 
instalment  plan  of  computing  net  income,  no  part  of  any  instalment  pay- 
ment received  subsequently  to  the  change,  representing  income  previously 
reported  on  account  of  such  transaction,  should  be  reported  as  income  for 
the  year  in  which  the  instalment  payment  is  received ;  the  intent  and  purpose 
of  this  provision  is  that  where  the  entire  profit  from  instalment  sales  has 
been  included  in  gross  income  for  the  year  in  which  the  sale  was  made,  no 
part  of  the  instalment  payments  received  subsequently  on  account  of  such 
previous  sales  shall  again  be  subject  to  tax  for  the  year  or  years  in  which 
received.  Where  the  taxpayer  makes  a  change  to  this  method  of  computing 
net  income  his  balance-sheet  should  be  adjusted  conformably.  If  for  any 
reason  the  vendee  defaults  in  any  of  his  instalment  payments,  and  the 
vendor  repossesses  the  property,  the  entire  amount  received  on  instalment 
payments,  less  the  profit  already  returned,  will  be  income  of  the  vendor 
for  the  year  in  which  the  property  was  repossessed,  and  the  property  re- 
possessed must  be  included  in  the  inventory  at  its  original  cost  to  himself, 
less  proper  allowance  for  damage  and  use,  if  any.  If  the  vendor  chooses  as 
a  matter  of  consistent  practice  to  treat  the  obligations  of  purchasers  as  the 
equivalent  of  cash,  such  a  course  is  permissible. 

(T.  D.  3089,  November  6,  1920) 
Income  tax — Opinion  of  Attorney  General 

Allowance  for  depletion  in  case  of  discovery  by  the  taxpayer  subsequent  to 
March  I,  1913— Apportionment  between  lessor  and  lessee 

1.  The  deduction  for  depletion  in  the  case  of  mines,  oil  and  gas  wells, 
as  the  result  of  discovery  on  or  after  March  i,  1913,  is  allowed  only  to  the 
party  or  parties  in  possession  at  the  time  of  the  discovery,  and  not  to  sub- 
sequent purchasers. 

2.  The  value  which  may  be  set  up  in  the  case  of  the  discovery  of  mines, 
oil  and  gas  wells,  pursuant  to  the  second  proviso  of  section  234  (a) 
revenue  act  of  1918,  to  be  depleted  in  accordance  with  such  reasonable  rules 
and  regulations  as  the  commissioner  of  internal  revenue  and  the  secretary  o 
the  treasury  may  prescribe  according  to  the  peculiar  conditions  in  each  cas 
is,  in  the  case  of  a  lease,  to  be  equitably  apportioned  between  the  lessor  and 
the  lessee. 

The  following  opinion,  rendered  by  the  acting  attorney  general,  un 
date  of  October  29,  1920,  relative  to  the  right  of  a  lessor  to  share  i 
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depletion  allowed  in  the  case  of  mines,  oil  and  gas  wells,  as  the  result  of 
discovery  on  or  after  March  I,  1913,  is  published  in  full  for  your  informa- 
tion and  guidance: 

DEPARTMENT  OF  JUSTICE 

WASHINGTON,  October  29,  1920. 

DEAR  MR.  SECRETARY:  This  will  acknowledge  receipt  of  your  letter  of 
October  9,  1920,  submitting  for  my  opinion  the  question  "whether  the  value 
which  may  be  set  up  in  the  case  of  the  discovery  of  mines,  oil  or  gas  wells, 
pursuant  to  the  second  proviso  of  section  234  (a)  (9),  to  be  depleted  in 
accordance  with  such  reasonable  rules  and  regulations  as  the  commissioner 
and  the  secretary  may  make  according  to  the  peculiar  conditions  in  each 
case,  requires  that  the  lessor  be  permitted  a  portion  of  such  discovery 
value." 

Section  234  (o)   (9)  of  the  act  of  February  24,  1919,  provides: 

(a)  That  in  computing  the  net  income  of  a  corporation  subject  to  the 
tax  imposed  by  section  230  there  shall  be  allowed  as  deductions : 

(9)  In  the  case  of  mines,  oil  and  gas  wells,  other  natural  deposits,  and 
timber,  a  reasonable  allowance  for  depletion  and  for  depreciation  of  improve- 
ments according  to  the  peculiar  conditions  in  each  case,  based  upon  cost, 
including  cost  of  development  not  otherwise  deducted:  provided,  That  in 
the  case  of  such  properties  acquired  prior  to  March  I,  1913,  the  fair  market 
value  of  the  property  (or  the  taxpayer's  interest  therein)  on  that  date  shall 
he  taken  in  lieu  of  cost  up  to  that  date:  provided,  further,  That  in  the  case 
of  mines,  oil  and  gas  wells,  discovered  by  the  taxpayer  on  or  after  March  i, 
1913,  and  not  acquired  as  the  result  of  purchase  of  a  proven  tract  or  lease, 
where  the  fair  market  value  of  the  property  is  materially  disproportionate 
to  the  cost,  the  depletion  allowance  shall  be  based  upon  the  fair  market 
value  of  the  property  at  the  date  of  the  discovery,  or  within  thirty  days 
thereafter;  such  reasonable  allowance  in  all  the  above  cases  to  be  made 
under  rules  and  regulations  to  be  prescribed  by  the  commissioner,  with  the 
approval  of  the  secretary.  In  the  case  of  leases  the  deductions  allowed  by 
this  paragraph  shall  be  equitably  apportioned  between  the  lessor  and  lessee. 

This  section  is  properly  divisible  into  two  parts;  the  first  part,  compris- 
ing all  but  the  last  sentence  thereof,  deals  exclusively  with  the  establishment 
of  a  basis  for  the  determination  of  allowance  for  depletion,  and  the  second, 
contained  in  the  last  sentence  alone,  apportions  the  allowance,  when  same 
shall  have  been  determined,  between  the  lessor  and  the  lessee  in  case  of 
leases. 

The  bases  for  allowances  provided  for  in  part  I  are : 

(1)  Where  the  property  was  acquired  after  March  i,  1913,  as  the  result 
of  purchase  of  a  proven  tract  or  lease,  the  cost,  including  cost  of  develop- 
ment not  otherwise   deducted,  is  determinative  of  the   amount  of  the  al- 
lowance. 

(2)  Where  the  property  was  acquired  prior  to  March  I,  1913,  as  the 
result  of  the  purchase  of  a  proven  tract  or  lease,  the  fair  market  value 
on  March  i,  1913,  is  to  be  taken  as  the  basis  of  the  allowance  for  depletion, 
in  lieu  of  cost  up  to  that  date. 

(3)  Where  the  property  was  at  the  time  of  its  acquisition  unproven, 
and  discovery  was  made  thereon  after  March  i,  1913,  the  allowance  is  to  be 
determined  by  the  fair  market  value  at  the  date  of  discovery  or  within  30 
days   thereafter,  provided  that  the   discovery  was   made  by  the   party,  or 
parties,  in  possession  (the  taxpayer). 

I  take  it  that  the  phrase  "discovered  by  the  taxpayer"  must  be  read  with 
the  phrase  "and  not  acquired  as  the  result  of  purchase  of  a  proven  tract 
or  lease";  and  taken  together  they  mean  that  if  a  discovery  is  made  after 
March  i,  1913,  upon  an  unproven  tract,  acquired  either  before  or  after  that 
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date,  the  allowance  is  to  be  determined  by  the  discovery  value  only  where 
the  discovery  was  made  by  the  party  or  parties  in  possession ;  that  is,  only 
when  no  transfers  of  the  tract  or  lease  have  intervened  between  the  date  of 
the  discovery  and  the  incidence  of  the  tax.  In  other  words,  if  A,  cither 
owning  or  leasing  a  property,  makes  discovery  thereon  after  March  I,  1913. 
and  continues  in  possession,  then  the  allowance  for  depletion  is  to  be  based 
upon  the  discovery  value;  but  if  after  discovery  made  the  property  is  trans- 
ferred to  B,  then  the  cost  is  determinative  of  the  allowance  to  B,  since 
there  is  "acquisition  after  March  i,  1913,  as  the  result  of  purchase  of  a 
proven  tract  or  lease." 

By  "discovered  by  the  taxpayer  on  or  after  March  I,  1913,  and  not 
acquired  as  the  result  of  purchase  of  a  proven  tract  or  lease,"  congress 
intended  to  provide  a  basis  for  determination  of  what  should  be  the  de- 
pletion allowance,  and  did  not  attempt  to  determine,  as  between  a  lessee 
and  a  lessor,  which  of  them  should  be  entitled  to  the  allowance  for  d>s- 
covery  value.  That  is  provided  for  in  the  last  sentence  of  the  section, 
which  says  that  "In  the  case  of  leases  the  deductions  allowed  by  this  para- 
graph shall  be  equitably  apportioned  between  the  lessor  and  lessee."  Such 
interpretation  gives  effect  to  all  the  language  of  the  section,  and  brings 
all  parts  of  it  into  accord ;  and  under  the  general  rules  of  construction  such 
interpretation  should  be  adopted  in  preference  to  an  interpretation  which 
results  in  repugnance.  To  hold  that  by  the  language  "discoverd  by  the 
taxpayer"  congress  intended  to  give  the  discovery  allowance  to  the  actual 
discoverer,  and  to  deny  the  lessor  any  part  of  such  allowance  on  the  theory 
that  the  lessee  is  usually  the  discoverer,  would  be  repugnant  to  language 
of  the  latter  portion  of  the  section,  which  in  the  case  of  leases  equitably 
apportions  the  allowance  between  lessor  and  lessee. 

My  conclusion,  therefore,  is  that  "the  value  which  may  be  set  up  in  the 
case  of  the  discovery  of  mines,  oil  or  gas  wells,  pursuant  to  the  second 
proviso  of  section  234  (a)  (9),  to  be  depleted  in  accordance  with  such 
reasonable  rules  and  regulations  as  the  commissioner  and  the  secretary  may 
make  according  to  the  peculiar  conditions  in  each  case,"  requires  that  the 
lessor  be  permitted  a  portion  of  such  discovery  value. 
Respectfully, 

WM.  L.  FRIERSON,  Acting  Attorney  General. 
Hon.  DAVID  F.  HOUSTON, 

Secretary  of  the  Treasury. 
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EDITED  BY   H.   A.   FINNEY 

DECEPTIVE   AVERAGES 
Editor,  Students'  Department: 

SIR  :  Will  you  please  advise  me  in  regard  to  the  following  accounting 
principle?  In  the  "retail  inventory  system,"  as  used  in  many  department 
stores,  the  "inventory  at  cost''  at  the  end  of  any  month  is  arrived  at  by 
multiplying  the  amount  of  the  retail  inventory  at  the  same  date  by  100% 
minus  the  average  per  cent  of  mark-up  for  all  periods  to  date.  In  other 
words,  inventory  at  cost  at  February  28,  1920  =  retail  inventory  at  Febru- 
ary 28,  1920  X  ( 100%  minus  per  cent  of  mark-up  for  2  months  to  February 
28,  1920).  By  "retail  inventory"  is  meant  the  value  of  the  goods  on  hand 
at  selling  prices. 

To  illustrate,  assume  that  the  retail  inventory  at  February  28,  1920,  is 
$5,340.00,  and  that  the  per  cent  of  mark-up  to  February  28,  1920,  is  45.65%. 
Then  cost  of  inventory  at   February  28,   1920,   is  $5,340.00   X    (100%  - 
45.65%),  or  $5,340.00  X  54-35%,  or  $2,902.29. 

Does  the  above  method  of  figuring  inventory  at  cost  presume  to  give 
accurate  results,  or  does  it  operate  to  deceive  in  the  manner  that  averaging 
does  as  indicated  in  the  article  in  THE  JOURNAL  OF  ACCOUNTANCY  for  the 
month  of  September,  1919,  page  237?  If  you  take  a  carpet  department 
where  the  unsold  items  of  the  inventory  can  be  identified  it  will  not  prove 
out. 

Yours  truly, 
San  Francisco.  S.  C.  P. 

Averages  are  very  likely  to  be  deceptive,  and  it  seems  probable  that  the 
method  of  approximating  the  cost  of  an  inventory,  as  indicated  in  your 
letter,  would  produce  inaccurate  results  practically  every  time.  The  reason 
is  that  with  different  quantities  priced  at  different  rates  of  write-up,  you 
have  a  problem  in  weighted  averages,  with  different  weightings  for  goods 
purchased,  goods  sold  and  goods  still  in  the  inventory,  because  the  goods 
marked  at  different  rates  of  write-up  are  purchased,  sold  and  on  hand  in 
varying  ratios.  It  is  probable  that  the  concern  attempting  to  use  this 
method  of  approximating  the  inventory  ignores  the  principle  of  weighting 
altogether  and  attempts  to  apply  a  simple  average  rate  of  write-up. 

To  illustrate  the  error  which  this  will  produce,  let  us  assume  that  500 
articles  are  written  up  20%  of  the  selling  price.  That  is,  the  500  articles 
cost  80%  and  are  priced  to  sell  at  100%.  Two  articles  of  another  class  are 
written  up  10%.  That  is,  they  cost  90%  and  are  priced  to  sell  at  100%. 
Thus  we  have  two  rates  of  write-up:  20%  and  10%.  The  average  of  these 
two  rates  is  15%,  and  100%  —  15%  =  85%.  Now  let  us  assume  that  at 
the  end  of  the  month  one-half  of  the  goods  of  each  class  has  been  sold,  the 
other  half  remaining  in  the  inventory.  By  applying  the  average  rate  we 
would  value  the  250  articles  of  the  first  class  at  85%,  although  they  cost 
only  80% ;  and  we  would  value  the  one  article  of  the  second  class  at  85%, 
although  it  cost  oo7r.  Clearly,  the  articles  of  the  first  group  are  consider- 
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ably  over-valued,  and  the  remaining  article  of  the  second  group  is  con- 
siderably undervalued.  It  is  almost  certain  that  the  over-valuation  of  one 
group  will  not  offset  the  under-valuation  of  the  other  group,  with  the  result 
that  the  inventory  will  be  either  over-valued  or  under-valued. 

This  may  be  made  clearer  by  using  an  illustration  with  figures  represent- 
ing dollar  values  instead  of  per  cents.  Assume,  therefore,  the  following 
facts : 

Number   Selling  price    Selling  price 
Class  Purchased        Each  Total  Write-up        Cost 

A 500  $200.00  $100,000.00  30%       $70,000.00 

B  100  150.00  15,000.00  20  12,000.00 

C 4  100.00  400.00  10  360x0 

Simple  average  of  rates  of  write-up 20 


Now,  assuming  that  one-half  of  the  goods  of  each  class  has  been  sold,  the 
attempted  approximation  of  the  cost  of  the  inventory  would  be  made  in  the 
following  manner  and  with  the  following  incorrect  results : 

Number  Selling  price  Selling  price 

Class                                        on  hand                 each  total 

A  250                  $200.00  $50,000.00 

B    50                     150.00  7,500.00 

C    .                                                2                    100.00  200.00 


Total  "retail  inventory" $57,700.00 

Multiply  by  (100%  —  20%) 


Estimated  cost  $46,160.00 

But  the  true  cost  of  the  inventory  is  as  follows : 

Cost  of  one-half  of 
Class  Cost  of  purchases      •purchases— ininventory 

A   $70,000.00  $35,000.00 

B    12,000.00  6,000.00 

C  360.00  180.00 


Total   $4i.i8o.oo 

This  discrepancy  may  be  accounted  for  in  detail  as  follows : 

Estimated  cost  =  80%  Over-valuation 

Class  of  selling  price  True  cost 

A  $40,000.00  $35,000.00  $5,000.00 

B   6,000.00  6,000.00 

C  160.00  180.00  20.00* 

Net  over-valuation  $4,980.00 
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The  error  is  due  to  the  use  of  the  simple  average  rate  of  write-up,  20%, 
which  really  applies  to  the  goods  of  Class  B  only,  and  it  applies  to  that 
class  because  the  average  rate  happens  to  be  the  actual  rate  of  write-up 
for  goods  of  that  class.  The  use  of  a  weighted  average  rate  of  mark-up 
would  produce  more  accurate  results.  Such  a  rate  could  be  computed  as 
follows : 

Class  Total  cost  Total  marked  selling  price 

A   $70,000.00  $ioo,ooo.co 

B   12,000.00  15,000.00 

C   360.00  400.00 


Totals  $82,360.00  $115,400.00 


Deduct  cost 82,360.00 


Total  write-up $33,040.00 


Then  33,040.00  -=-  115,400.00  =  28.63085%,  rate  of  mark-up. 

The  rate  would  then  be  applied  to  the  approximation  of  the  invent'. -•  y 
as  follows: 

Total  inventory  at  selling  price  (as  above) $57,700.00 

Multiply  by  100%  —  28.63085% 71.36915% 


Cost  of  inventory  $41,180.00 


This  is  the  true  cost,  but  it  would  be  misleading  to  leave  the  impression 
that  true  cost  could  always  be  computed  in  this  manner.  It  happens  to  be 
the  true  cost  in  this  case  because  in  addition  to  using  a  weighted  average 
rate,  which  is  a  matter  of  principle,  the  sales  were  in  the  same  ratio  as  the 
purchases.  Exactly  one-half  of  the  goods  of  each  class  was  sold — this  is 
a  matter  of  chance  and  would  rarely  be  a  fact.  Therefore,  even  the  use 
of  a  weighted  average  of  the  rates  of  write-up  would  rarely  result  in  a 
correct  calculation  of  the  inventory,  as  may  be  seen  from  the  following 
continuation  of  the  illustration,  the  inventory  being  no  longer  in  the  same 
ratio  as  the  purchases  : 

Approximation  of  inventory   by  proposed   method 

Units  in  Selling  Total 

Class                           inventory  price  each  selling  price 

A    50  $200.00  $10,000.00 

B    90  150.00  13,500.00 

C    .                                i  loo.oo  100.00 


Total  inventory  at  selling  prices $23,600.00 

Multiply  (as  before)   by 71-36915% 

Cost  by  approximation $16,843.12 
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Students'    Department 
Computation  of  true  cost  of  inventory 

Total  cost 
$  7,000.00 
10,800.00 
oo.oo 

True  cost  of  inventory $17,890.00 

These  illustrations  indicate  that,  unless  a  weighted  average  rate  or 
write-up  is  used,  and  unless  the  sales  of  all  classes  of  goods  are  in  the  same 
ratio  as  the  purchases  of  all  classes,  so  as  to  make  the  ratio  of  realized 
gross  profit  the  same  as  the  ratio  of  write-up,  this  method  of  approximation 
will  not  produce  accurate  results. 

COMMON  STOCK  WITHOUT  PAR  VALUE 
Editor,  Students'  Department: 

SIR:     If  consistent,  I  would  appreciate  an  answer  to  the  following: 
A  company  is  organized  as  a  holding  company,  its  capital  stock  in  two 
classes:   preferred   and  common  without   par  value.     The  preferred,   par 
$100.00,  is  sold  for  $80.00  with  a  bonus  of  two  shares  common.    The  com- 
pany's only  asset  is  the  cash  realized  from  these  sales. 

It  now  purchases  the  stock  of  another  company,  giving  cash  and  a  block 
of  the  common  stock.  Will  you  kindly  outline  the  entries  to  record  the 
above  on  the  books  of  the  holding  company,  and  state  at  what  value  the 
common  stock  should  be  shown  as  issued? 

Yours  truly, 
Chicago.  J.  A.  O. 

As  to  the  issue  of  preferred  stock  at  80  with  a  bonus  of  common  stock 
without  par  value,  the  preferred  stock  should  be  credited  at  par,  cash  debited 
for  the  80  and  discount  on  preferred  stock  debited  for  the  20.  Nothing  was 
received  for  the  common  stock,  hence  no  credit  can  be  made  in  the  capital 
stock  common  account.  The  account  with  stock  without  par  value  should 
be  credited  with  only  those  amounts  actually  paid  in  on  the  stock,  and  with 
any  surplus  transformed  into  fixed  capital  by  action  of  the  directors,  such 
action  being  analogous  to  the  declaration  of  a  stock  dividend. 

The  difficult  question  arises  in  states,  such  as  Illinois,  which  require  that 
a  minimum  amount,  $5.00  per  share  in  Illinois,  shall  be  paid  for  common 
stock  without  par  value.  It  is  difficult  to  see  how  a  transaction  such  as  the 
one  outlined  in  the  letter  could  be  carried  out  legally  in  such  a  state.  It 
would  seem  that  giving  the  common  stock  as  a  bonus  would  be  a  direct 
violation  of  the  law.  Possibly  the  difficulty  might  be  avoided  by  the  subter- 
fuge of  taking  subscriptions  to  the  common  stock  at  $5-oo  per  share  and 
subscriptions  to  the  preferred  stock  at  $70.00  per  share.  The  subscriber 
would  thus  pay  $80.00  for  his  one  share  of  preferred  and  two  shares  of 
common  as  before.  In  that  case  discount  on  preferred  stock  would  be 
debited  with  $30.00;  the  issue  of  the  common  stock  would  be  recorded  by  a 
debit  to  cash  and  a  credit  to  capital  stock  common  at  $5.00  per  share. 

If  the  law  of  the  state  in  which  the  corporation  is  organized  permits  the 
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issue  of  common  stock  as  a  bonus,  the  balance-sheet  would  not  show  any 
value  for  the  common  stock  until  profits  gave  it  a  value.  But  the  balance- 
sheet  should  show  the  number  of  common  shares  issued,  and  therefore  a 
capital  stock  common  account  should  be  opened  and  memorandums  made 
therein,  stating  the  number  of  shares  authorized  and  the  number  issued,  but 
no  values  would  be  entered  in  the  money  columns. 

As  to  the  purchase  of  the  subsidiary  stock,  the  contract  for  the  purchase 
should  stipulate  the  value  of  the  stock  acquired.  The  difference  between  this 
agreed  value  and  the  cash  given  would  be  credited  to  the  capital  stock 
common  account.  Unless  the  value  of  the  subsidiary  stock  is  agreed  to,  it 
is  difficult  to  see  how  the  proper  credit  to  the  capital  stock  common  ac- 
count could  be  determined.  The  proper  credit  is  the  amount  actually  paid  in 
for  the  stock,  and  if  the  property  paid  in  is  not  valued  there  is  no  way  of 
valuing  the  common  stock  when  it  has  no  book  value. 

SINKING  FUND  CONTRIBUTIONS 
Editor,  Students'  Department: 

SIR  :  The  writer,  in  going  through  the  late  Charles  E.  Sprague's  Ac- 
countancy of  Investment,  came  upon  the  following  problem  on  page  185 : 

"On  July  I,  1914,  a  company  decides  to  accumulate  a  sinking  fund  of 
$100,000.00  by  July  i,  1921,  assuming  that  interest  on  the  fund  will  be  at  the 
rate  of  4%  per  annum.  It  is  expected  that  annual  contributions  to  the  fund 
of  $12,000.00  each  will  be  made  on  July  I,  1917,  1918,  1919,  1920  and  1921. 
Find  the  two  equal  contributions  required  at  July  i,  1915  and  1916,  in  order 
that  the  seven  contributions,  with  accumulated  interest,  may  amount  to 
$100,000.00." 

On  the  next  page,  Professor  Sprague  gives  the  answer  as  $14,103.35,  but 
does  not  show  how  he  obtains  these  figures.  On  page  184,  a  footnote  states 
that  these  problems  are  in  connection  with  the  text  of  chapter  VII,  but  the 
writer  could  not  find  any  theory  there  covering  this  sort  of  problem. 

I  shall  feel  greatly  obliged  to  you  if  you  would  explain  how  this  answer 
is  obtained. 

Yours  truly, 
Chicago.  H.  N.  H. 

The  last  five  payments  are  an  annuity,  because  they  are  equal  in  amount 
and  are  contributed  at  equal  intervals.  An  annuity  table  shows  that  the 
amount  of  an  annuity  of  $1.00  for  five  periods  at  4%  is  $5.416323.  The  five 
payments  of  $12,000.00  each  will  therefore  amount  to  $5.416323  X  $12,000, 
or  $64,995.88.  The  first  two  payments  will  have  to  produce  the  remainder 
of  the  fund,  or  $35,004.12. 

An  interest  table  shows  that  the  amount  of  $1.00  at  4%  compound  in- 
terest at  the  end  of  6  periods  is  $1.265319,  and  that  the  amount  at  the  end 
of  5  periods  is  $1.216653. 

Then  $1.00  invested  July  i,  1915,  will  amount  to $1.265319 

And  $1.00  invested  July  i,  1916,  will  amount  to.  ...       1.216653 


Total    $2.481972 
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Hence  $35,004.12  -^  2.481972  =  $14,103.35,  the  amount  of  the  two  equal 
contributions  to  be  made  at  July  i,  1915,  and  July  i,  1916. 

CHANGING  FROM  STOCK  WITH  PAR  VALUP  TO  NO-PAR  STOCK 
Editor,  Students'  Department: 

SIR  :  A  corporation,  having  the  following  capital  and  surplus  accounts, 
changes  from  a  par  to  a  non-par  value : 

Preferred  stock :  1,400,006  shares  @  $5.00 $  7,000,000.00 

Common  stock :  3,600,000  shares  @  $5.00 18,000,000.00 

Surplus : 

Capital  surplus,  from  premium  on  share  sold .       2,500,000.00 
Earned  surplus  10,000,000.00 

The  common  stock  of  $5.00  par  value  is  to  be  exchanged  for  non-par 
value  stock  at  the  rate  of  five  shares  of  the  old  for  one  share  of  the  new. 
The  argument  has  been  advanced  that  the  liability  to  set  against  the  720,000 
shares  of  non-par  value  stock  would  be  the  par  value  of  the  old  common 
stock  plus  the  entire  surplus,  or  $30,500,000.00.  I  hold  that  the  new  stock 
should  be  capitalized  at  the  figure  which  represents  its  consideration,  i.  e.. 
the  retirement  of  the  par  value  stock  carried  on  the  books  at  $18,000,000.00. 
I  do  not  see  any  advantage  or  necessity  of  closing  the  surplus  account  into 
capital  account,  as,  by  the  very  nature  of  the  non-par  plan,  each  share 
represents  its  aliquot  part  of  the  excess  of  assets  over  liabilities.  It  is  my 
belief  that  the  balance-sheet  should  reflect  the  new  capital  and  surplus  items 
in  the  following  form : 

Capital : 

7%     cumulative,     convertible     preferred     stock, 

1,400,000  shares  @  $5.00  each $  7,000,000.00 

Balance  represented  by   common   stock,   720,000 

shares  without  par  value 18,000,000.00 


Total  paid-in  capital  25,000,000.00 

Capital  surplus  2,500,000.00 

Earned  surplus  10,000,000.00 


Total  capital  $37,500,000.00 

Will  you  kindly  give  your  views  on  the  subject? 

Yours  truly, 
Tulsa,  Oklahoma.  H.  E.  M. 

Assuming  that  the  preferred  stockholders  have  no  claims  against  the 
surplus  on  account  of  dividends  in  arrears,  the  question  as  to  whether  the 
no-par  value  capital  stock  account  should  be  credited  with  the  par  of  the 
stock  retired  or  with  the  par  of  that  stock  plus  the  surplus  depends  entirely 
upon  the  action  of  the  directors.  If  they  take  no  specific  action  covering 
the  point,  the  credit  should  be  for  the  par  of  the  retired  stock  only.  This 
is  because  of  the  probability  that  the  courts  will  consider  that  surplus  trans- 
ferred to  the  capital  stock  account  by  action  of  the  directors  is  equivalent 
to  a  stock  dividend  and  is  not  available  thereafter  for  cash  dividends.  So 
far  as  I  know  the  courts  have  not  yet  decided  this  point,  but  until  they  do 
it  would  be  a  wise  precaution  to  avoid  any  action  which  may  be  construed 
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into  tying  up  surplus  into  fixed  capital  unless  it  is  the  desire  of  the  directors 
to  do  so. 

The  account  with  no  par  value  stock  should  be  credited  with  the  amount 
paid  to  the  corporation  for  the  common  stock.  The  surplus  account  will 
then  represent  earnings.  If  the  original  common  stock  was  issued  at  a  pre- 
mium this  was  virtually  a  part  of  the  payment  made  by  the  holders  of  the 
no-par  common  stock  as  a  contribution  to  the  capital  of  the  company,  and 
on  the  theory  that  the  no-par  value  capital  stock  account  should  be  credited 
with  what  is  paid  in  by  the  common  stockholders,  it  would  be  logical  to  credit 
the  capital  stock  account  with  such  a  portion  of  the  capital  surplus  account 
as  represents  premiums  paid  on  the  original  issue  of  common  stock. 

This  case  should  be  distinguished  from  the  organization  of  a  new  cor- 
poration with  no-par  value  stock  for  the  purpose  of  buying  the  assets  of 
an  existing  corporation  with  par-value  stock.  If  the  no-par  value  stock 
is  given  to  the  old  corporation  for  its  net  assets,  the  value  of  these  net  assets 
determines  the  value  of  the  no-par  stock,  and  the  total  amount  should  be 
credited  to  the  capital  stock  account. 

SALES  CANCELLATIONS  AND  RE-SALES 
Editor,  Students'  Department: 

SIR:  Will  you  please  advise  me  the  correct  way  of  handling  re-sales 
made  by  salesmen  after  the  goods  have  been  charged  to  the  account  of  one 
customer,  but  delivered  by  salesmen  at  destination  to  another  customer. 

Yours  truly, 
Xew  Orleans.  L.  G.  L. 

Presumably  the  order  was  canceled  by  the  first  customer,  and  the  entry  for 
the  sale  should  be  reversed.  The  charge  should  be  made  to  sales  account 
and  not  to  sales  returns  and  allowances,  because  the  cancellation  is  different 
in  nature  from  a  return  or  allowance  adjustment  and  because  the  sales  ac- 
count would  otherwise  contain  a  duplication  of  sales.  The  sale  to  the  new 
customer  can  then  he  put  through  the  books  in  the  customary  manner. 

INVENTORY  RESEKVK 
Editor,  Students'  Department: 

SIR:  I  should  like  to  have  your  idea  as  to  the  value  of  an  account  called 
"reserve  for  depreciation  of  merchandise,"  which  is  used  in  the  following 
manner : 

In  a  department  store,  at  the  end  of  every  fiscal  year,  a  certain  amount, 
between  4%  and  5%  of  the  inventory,  is  set  aside  from  the  profits  and 
credited  to  the  account  of  reserve  for  depreciation  of  merchandise.  Thf 
inventory  has  always  been  taken,  they  tell  me,  at  cost,  which  in  this  time 
is  lower  than  the  market  prices,  and  those  articles  that  are  old  or  damaged  in 
any  way  are  taken  at  less  than  cost,  in  proportion  to  the  damage. 

During  the  last  three  years  this  policy  has  been  followed,  and  the  store 
has  now  an  amount  of  nearly  15%  of  the  merchandise  on  hand  in  this 
account  of  depreciation.  When  making  a  balance-sheet  it  has  been  the 
custom  to  deduct  this  reserve  from  the  total  amount  of  the  inventory  in 
the  balance-sheet  itself,  and  the  difference  is  what  is  added  to  the  current 
assets.  Now,  I  would  like  to  know  the  following : 

I.     Whether  it  is  proper  to  deduct  a  reserve  for  depreciation  from  the 
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inventory  if  the  inventory  is  taken  at  cost  less  the  damaged  goods 

2.  Whether,  the  reserve  having  been  made,  it  is  not  better  to  call  it 
reserve  for  working  capital,"  or  "reserve  for  possible  changes  in  prices  ' 

or  just  to  add  it  to  the  regular  reserve  fund  for  contingencies  and  consider 
it  in  any  way  as  a  surplus  account. 

3.  If  the  reserve  is  treated  as  up  to  now;  that  is,  calling  it  depreciation 
and  deducting  it  from  the  inventories,  how  is  it  considered  by  banks— as  a 
surplus  or  as  any  other  depreciation  reserve  like  the  one  provided  for  the 
wear  and  tear  of  furniture  and  fixtures? 

Any  assistance  you  may  give  me  in  this  matter  will  be  much  appreciated 
Panama  R.  P.  Q  Q   § 

i.  It  does  not  seem  proper  to  deduct  a  reserve  for  depreciation  from 
merchandise  inventories  if  they  are  priced  at  cost  when  that  is  lower  than 
market,  particularly  when  the  inventory  itself  is  written  down  on  account 
of  damage  which  has  already  made  itself  apparent  in  the  goods.  If  the 
goods  are  invariably  priced  at  cost,  regardless  of  whether  that  is  higher  or 
lower  than  market,  there  would  be  a  justification  for  the  reserve  to  reduce 
the  value  to  market  when  that  is  lower  than  cost,  and  it  would  be  a  proper 
deduction  from  the  inventory  on  the  balance-sheet.  In  that  case,  also,  the 
charge  required  to  set  up  the  reserve  would  be  properly  made  to  the  profit 
and  loss  account,  since  the  drop  to  a  lower  market  price  is  an  element  com- 
monly taken  into  consideration  in  computing  the  operating  profits  for  the 
year. 

But  this  appears  to  be  a  reserve  to  provide  for  the  contingency  of  future 
deterioration.  That  being  the  case,  it  does  not  seem  proper  to  deduct  the 
reserve  from  the  inventory,  as  the  result  is  an  under-statement  of  the  present 
value  of  the  merchandise.  In  such  a  reserve  the  three  following  points 
should  be  borne  in  mind : 

(a)  The  reserve  should  not  be  cumulative.    Some  reserves  are  cumula- 
tive, such  as  those  for  depreciation  of  fixed  assets.    Others  are  temporary 
only,  such  as  the  reserve  for  bad  debts.    A  reserve  set  up  against  an  inven- 
tory applies   to  that   inventory   alone  and  must   be  dropped   when   a  new 
inventory  is  taken.     An  illustration  may  clarify  this.     If  the  inventory  at 
December  31,  1917,  is  $100,000.00,  a  5%  reserve  against  this  inventory  would 
have  a  credit  of  $5,000.00.    If,  at  December  31,  1918,  the  inventory  is  only 
$80,000.00,  the  reserve  should  be  reduced  to  $4,000.00.    At  December  31,  1919, 
if  the  inventory  is  $120,000.00,  the  reserve  should  be  raised  to  $6,000.00. 
Thus,  the  reserve  is  always  5%  of  the  inventory  when  the  books  are  closed. 
This  is  the  only  logical  way,  because  there  is  no  possible  reason  on  Decem- 
ber 31,  1919,  for  having  a  reserve  which  is  the  accumulation  of  $5,000.00  at 
the  end  of  1917,  $4,000.00  at  the  end  of  1918  and  $6,000.00  at  the  end  of  1919. 

(b)  The  reserve  should  be  set  up  by  a  charge  to  surplus  and  not  to 
profit  and  loss.     If  the  inventory  is  priced  at  cost  or  market,  whichever  is 
lower,  and  if  accrued  deterioration  is  allowed  for  in  valuing  the  goods,  all 
elements  affecting  the  current  operations  of  the  period  will  thereby  have 
been  taken  into  consideration.     Any   further   provision   for   future   loss 
should  be  treated  as  an  appropriation  of  surplus  for  purposes  of  conserva- 
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tism.  Increases  or  decreases  in  the  reserve,  caused  by  changes  in  the  amount 
of  the  inventory,  should  therefore  be  adjusted  through  surplus  account  at 
the  end  of  the  period. 

(c)  On  the  balance-sheet,  the  reserve  should  be  so  placed  as  to  be 
easily  recognized  as  an  appropriation  of  surplus  as  a  conservative  provision 
for  losses  which  may  possibly  occur  instead  of  as  a  deduction  from  an  asset 
on  account  of  losses  which  have  already  taken  place. 

2.  It  would  be  improper  to  call  the  reserve  a  reserve  for  working  capital 
or  a  reserve  for  possible  changes  in  prices,  since  the  reserve  is  not  set  up 
for  either  of  those  purposes.    It  is  a  reserve  for  contingencies,  but  the  use 
of  the  term  "reserve  fund"  is  to  be  avoided,  because  a  fund  is  supposed  to 
be  an  asset. 

3.  If  the  reserve  is  treated  as  a  deduction  from  the  inventory  and  called 
a  reserve  for  depreciation,  I  do  not  think  you  could  blame  a  bank  for  con- 
sidering it  as  a  proper  deduction  from  the  inventory  in  ascertaining  the  true 
value  thereof. 

RESERVKS  AND  SURPLUS 
Editor,  Students'  Department: 

SIR  :  The  Z  Corporation  decides  to  take  over  the  X  Corporation,  issuing 
for  the  asset  values  acquired  capital  stock  in  the  amount  of  $600,000.00, 
which  represents  all  of  the  stock  of  the  Z  Corporation.  This  is  common 
stock  and  has  a  par  value  of  $100.00.  The  statement  presented  by  the  X 
Corporation  is  in  summary  form  as  follows : 

X  Corporation 

Assets   $700,000.00    Liabilities  $100,000.00 

Reserve  for  depreciation.      40,000.00 
Reserve  for  additions —       60,000.00 

Surplus    200,000.00 

Capital    stock 300,000.00 


$700,000.00  $700,000.00 

Certain  accounts  receivable  appear  on  the  books  amounting  to  $100,000.00, 
which  the  X  Corporation  guarantees  to  the  extent  of  $90,000.00,  as  being 
representative  of  the  amount  which  would  be  collected.  You  are  requested 
to  submit  the  opening  entries  for  the  Z  Corporation. 

Will  you  please  explain  the  above  problem,  and  show  how  it  would  be 
worked  ? 

Yours  truly, 

A.  F.  M. 

The  opening  entries  of  the  Z  Corporation  would  be: 

Subscriptions    $600,000.00 

Capital  stock   $600,000.00 

To  record  the  subscription  for  the  entire  issue  of  our  stock. 

Accounts  receivable $100,000.00 

Other  sundry  assets  560,000.00 

Goodwill    50,000.00 
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Liabilities $100,000.00 

Company  guarantee  reserve  for  bad  debts.  10,000.00 

X  Corporation,  vendor  600,000  oo 

To  record  the  purchase  of  all  the  assets  of  the  X 
Company  and  the  assumption  of  its  liabilities. 
The  X  Company  guarantees  the  accounts  re- 
ceivable of  a  face  value  of  $100,000.00  to  the 
extent  of  $90,000.00  only,  thus  establishing 
the  value  thereof  for  purposes  of  the  contract 
of  sale.  Payment  to  be  made  in  our  stock. 


X  Corporation,  vendor  600,000.00 

Subscriptions    600,000.00 

To  record  the  payment  of  subscriptions  and  the 
cancellation  of  our  indebtedness  to  the  X 
Company  by  applying  the  right  of  offset. 

The  reserve  for  depreciation  is  not  carried  over  to  the  books  of  the  new 
company,  because  it  presumably  took  the  fixed  assets  at  their  depreciated 
value,  and  that  value  would  be  the  cost  to  it.  If  it  took  them  over  at  some 
other  value,  the  goodwill  account  would  be  inversely  increased  or  decreased, 
but  the  reserve  for  depreciation  would  not  be  brought  over  to  the  new  books. 

The  guarantee  reserve  for  bad  debts  is  necessarily  set  up  because  the 
Z  Corporation  must  put  the  accounts  receivable  on  its  books  at  their  face; 
it  cannot  write  the  accounts  down  to  $90,000.00  because  it  does  not  know 
which  ones  will  prove  bad.  It  takes  them  over,  however,  at  a  net  value  of 
$90,000.00,  since  that  is  the  guaranteed  value.  These  accounts  should  be  kept 
separate  from  new  accounts  arising  from  sales  by  the  Z  Corporation,  because 
losses  to  the  extent  of  the  guarantee  are  chargeable  to  the  vendor's  reserve, 
and  because  any  collections  in  excess  of  the  $90,000.00  would  necessitate  an 
adjustment  of  the  goodwill  account 

The  "reserve  for  additions"  on  the  X  Company's  books  is  appropriated 
surplus.  As  the  Z  Corporation  is  not  bound  by  the  action  of  the  X  Corpora- 
tion, the  reserve  may  be  ignored.  In  order  to  carry  it  to  the  Z  Corporation's 
books  as  surplus  appropriated  for  additions,  the  debit  to  goodwill  would 
have  to  be  increased  $60,000.00,  which  would  be  very  bad  accounting. 

PROFITS  ON  DEFERRED  PAYMENT  SALES 

Editor,  Students'  Department: 

SIR:  Will  you  kindly  answer  the  following  question  through  the  Stu- 
dents' Department?  A  company  sells  its  product  on  three  years'  credit, 
payable  in  three  yearly  instalments.  The  cost  of  production  for  one  year 
is  $10,987,600.00;  sales,  $13,210,900.00;  various  expenses,  $223,300.00.  Find 
an  equitable  method  of  stating  profits  for  the  year. 
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My  opinion  is  that  the  profit  is  $2,000,000.00,  obtained  as  follows : 

Sales   $13,210,000.00 

Cost  of  sales  10,987,600.00 


Gross  profit  $  2,223,300.00 

Expenses  223,300.00 

.  Net  profit $  2,000,000.00 

I  do  not  see  that  the  three  years'  credit  has  anything  to  do  with  the 
amount  of  profit,  except  for  the  fact  that  only  a  small  amount  of  actual 
cash  is  received  and  is  available  for  dividends. 

Yours  truly, 
Minneapolis.  A.  E.  H. 

There  are  several  reasons  why  it  would  be  inadvisable  to  take  up  the 
entire  $2,000,000.00  as  a  profit  of  the  year  in  which  the  sales  were  made.  In 
the  first  place,  there  is  practically  no  doubt  that  some  of  the  accounts  will 
be  lost — and  no  provision  has  been  made  out  of  the  $2,000,000.00  for  bad 
debts.  In  the  second  place,  the  next  three  years  will  have  to  bear  a  con- 
siderable amount  of  expense  in  collecting  these  accounts  for  the  benefit  of 
the  year  which  made  the  sales.  The  $2,000,000.00  profit  should  certainly  be 
diminished  by  reserves  for  bad  debts  and  for  collection  expense. 

But  when  credits  extend  over  such  a  long  period  it  is  difficult  to  make 
an  accurate  estimate  of  the  necessary  provisions  for  bad  debts  and  collection 
expenses.  Moreover,  future  years  may  be  called  on  to  pay  interest  on 
borrowed  funds  to  carry  on  the  business,  because  of  the  fact  that  the 
company's  capital  is  tied  up  in  long  term  credits.  For  these  reasons  it  is 
desirable  to  take  up  the  profits  on  the  basis  of  cash  collections. 

The  cost  of  sales  represents  83.17  +  %  of  the  selling  price.  Hence,  it 
may  be  assumed  that  83.17%  of  all  collections  represent  a  return  of  cost, 
while  16.83%  represents  profits.  During  each  of  the  years  over  which  these 
accounts  extend,  16.83%  of  the  collections  would  be  treated  as  income, 
against  which  would  be  charged  the  losses  on  bad  debts,  the  collection  ex- 
pense and  the  interest  payments.  The  remaining  83.17%  would  be  treated 
as  a  return  of  the  cost  of  the  goods  sold. 

While  it  may  be  theoretically  more  accurate  to  take  up  the  profit  in  the 
year  in  which  the  sales  were  made,  setting  up  reserves  for  expenses  and 
losses  to  be  borne  in  future  years  on  account  of  these  sales,  the  inability  to 
estimate  the  reserve  accurately  makes  the  cash  collection  basis  expedient. 

CAPITALIZING  PRELIMINARY  EXPENSE 
Editor,  Students'  Department: 

SIR:  In  the  books  of  a  prominent  real-estate  concern,  I  found  an 
account  called  "real-estate  acreage,"  debited  with  purchase  price,  interest 
paid  on  mortgages,  real -estate  taxes,  expenses  for  transportation,  "for  sale" 
signs  and  sundry  other  expense  items.  The  acreage  was  bought  some  time 
ago  and  no  sales  have  been  made.  I  am  now  told  to  charge  6%  on  the  entire 
disbursements  (debits). 

I  would  appreciate  hearing  from  you  as  to  whether  the  recording  as 
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enumerated  is  correct.  My  contention  is  that  all  disbursements,  except  pur- 
chase price  should  be  taken  out  of  the  asset  account,  and  separate  nominal 
accounts  should  be  opened  for  the  respective  expenses,  which  would  be 
closed  to  profit  and  loss  at  the  end  of  the  year.  I  further  object  to  the 
charge  of  6%  interest.  More  than  one  of  the  office  force  do  not  agree  with 
me,  stating  that  the  cost  of  the  property  is  as  recorded  and  should  be  capi- 
talized and,  when  the  company  offers  for  sale  any  property  not  yielding  any 
income,  6>  on  investment  ought  to  be  added. 

Yours  truly, 
Brooklyn,  New  York.  5    M. 

It  is  generally  considered  that  all  the  actual  expenditures  necessary  to 
bring  an  enterprise  to  the  condition  when  sales  can  be  begun  are  part  of 
the  cost  of  the  plant  or  of  the  article  sold.  Applied  to  real  estate,  these 
expenditures  would  include  payment  for  all  improvements,  such  as  grading, 
paving,  sidewalks,  etc.  As  it  takes  time  to  develop  the  property,  taxes  paid 
or  accrued  are  an  essential  part  of  the  cost.  As  the  land  cannot  develop 
itself,  the  salaries  of  those  who  supervise  the  work  are  also  added.  Interest 
actually  paid  during  development  is  usually  considered  a  legitimate  element 
of  cost. 

But  all  this  is  confined  to  money  actually  paid  and  only  during  the  time 
necessary  to  develop.  If  the  property  is  ready  for  sale  at  the  end  of  one 
year,  the  officers  cannot  sit  down  and  draw  salaries  and  charge  them  to  the 
cost  of  the  property,  nor  can  they  so  charge  taxes  and  other  expenses.  In 
no  circumstances  can  they  charge  to  the  cost  of  the  property  any  interest 
that  is  not  actually  paid  or  payable  to  an  outside  party.  If  they  could,  an 
absurd  situation  might  arise.  Suppose  the  capital  of  a  company  is  $200,- 
ooo.oo,  and  that  $150,000.00  thereof  has  been  invested  in  a  fruit  farm  which 
will  not  be  productive  for  five  years.  If  it  were  legitimate  to  charge  6% 
interest  to  the  cost  of  the  property,  an  entry  could  be  made  each  year 
charging  the  property  account  and  crediting  profit  and  loss  with  $9,000.00. 
The  next  step  might  bi  to  declare  and  pay  a  dividend  of  4%%.  Such  a  divi- 
dend certainly  would  not  be  legitimate. 

SHORT  METHOD  FOR  COMPUTING  INTEREST  ON  INSTALMENT  NOTES 
Editor,  Students'  Department: 

SIR  :  I  have  been  told  to  use  the  following  rule  in  computing  the  interest 
on  instalment  notes  given  in  payment  for  automobiles.  The  intention  is  to 
charge  simple  interest,  not  compound  interest.  The  rule  works  out  cor- 
rectly, but  I  should  like  to  have  you  explain  why  it  does. 

Short  method  to  ascertain  the  amount  of  the  interest  at  the  rate  of  6% 
per  annum  upon  the  unpaid  balance  of  a  sum  to  be  paid  off  in  equal  monthly 
payments : 

Rule:  To  the  sum  or  principal  add  one  payment;  multiply  by  the  total 
number  of  months  and  divide  the  result  by  400. 

Example:  Sum  or  principal,  $500.00.  To  be  paid  off  in  10  equal  monthly 
payments  of  $50.00. 

Solution:  $500.00  -f  50.00  =  $550.00. 
$550.00  X  10  =  $5,500.00. 
$5,500.00  -f-  400  =  $i37S. 

I  do  not  see  why  we  add  one  payment  to  the  principal,  and  where  we 
obtain  the  400.  You"  truly. 

T.  W.  b. 

467 


The   Journal    of    Account, 

This  rule  would  be  clearer  if  it  were  stated  as  f< 

First  step:  to  the  original  principal  add  one  month  uiltiply 

by  the  number  of  payments,  and  divide  by  2.    The  resvi    s  the  sum 
various  monthly  amounts  which  draw  interest. 

$500.00  +  $50.00  =  $550.00. 
$550.00  X  10  =  $5.500.00. 

$5,500.00  -:-  2  =  $2.750.00. 

This  is  merely  an  application  of  the  principle  of  aritl    v.cal  progression, 
using  the  rule:  to  find  the  sum  of  a  series,  where  eai  umber  in 

the  series  increases  or  decreases  by  a  common  diffc  l  the  •  :  -t  and 

last  terms  of  the  series,  multiply  by  the  number  of  t<  5,  and 

divide  by  two. 

The  $2,750.00  is  the  sum  of  the  monthly  amounts  whir) 
6%.    This  fact  may  be  shown  thus : 

Unpaid  principal  drawing  interest  the — 
First  month  . 
Second  month 
Third  month 
Fourth  month  . 
Fifth  month  . 
Sixth  month  , 
Seventh  month 
Eighth  month 
Ninth  month 
Tenth  month  . 

Sum  of  the  series 

Second  step :  as  each  diminishing  principal  bears  interest  k 
the  total  interest  will  be  one  month's  interest  at  6%  per  annnr.-  n  $2.750.00. 
One  month's  interest  is  one-half  of  i%.    Hence,  divide  $00  by  200, 
obtaining  $13.75  **  the  interest 

Two  steps  combined,  as  stated  in  the  rule : 

To  the  original  principal  add  one  monthly  paymei>       1  multiply 

by  the  number  of  payments. 
Divide  by  2  and  then  by  200 ;  or  simply  divide  by  400. 

TUASUIY  STOCK 
Editor,  Student^  Department: 

SIR:    I  was  recently  confronted  with  a  problem  in  a  C  para- 

tory  course  in  which  I  am  enrolled  as  a  student,  the  correct  answ  to  which 
hinges  upon  the  correct  theory  of  entering  treasury  stock. 

A  corporation,  having  issued  its  capital  stock  at  par,  buys 
at  95,  etc    It  was  the  intention  of  this  corporation  to  resr 
higher  figure,  if  possible.    In  making  my  entry  for  the  purchase  o 
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I  placed  the  1,0.       ares  on  the  books  at  par,  with  an  offsetting  entry 
cash  and  treasury   ock  surplus,  to  which  the  tearher  nv,/i  clVVg      llrv  t( 
stated  that  trea     r  stock  should  be  entered  at  cost  de  objectlon-  ™d 

nform  me  which  method  is  correct-whether  treasury 
stock  should  be  e  at  par  or  at  cost? 

Everett,  Massa     setts.  Yours  *™k    R 

erable  difference  of  opinion  among  accountants  as  to 

k  should  be  carried  on  the  books  at  par  or  at  cost     It 

is  the  opinion  o     is  department  that  par  is  the  proper  figure.    The  reason 

ury  stock  is   acquired  by  purchase  the  capital   of  the 

corporation    i       oomatically   reduced   and   the   treasury    stock   should   be 

i  capital  stock  on  the  balance-sheet,  carrying  out  the 

amount  of  the       k  outstanding.     Unless  the  treasury  stock  is  carried  on 

the  books  and     acted  on  the  balance-sheet  at  par,  the  amount  carried  out 

in  the  balance-s  outstanding  will  not  be  the  par  of  the  stock. 

Putting  trea  y  stock  on  the  books  at  par  will  necessitate  entries  for 
the  difference  b  :feen  par  and  purchase  price.  When  the  stock  is  purchased 
for  more  than  pr,  the  excess  should  be  debited  to  surplus.  When  it  is 
acquired  at  I  i  par,  the  credit  should  not  be  put  to  surplus  until  a 

re-sale  makes  tl  difference  a  realized  increment  of  surplus.  Even  then  it  is 
better  to  credit  ipital  surplus  because  the  item  is  not  an  operating  gain. 
At  the  time  c  ic  purchase  the  difference  between  par  and  cost  should  be 
credited  to  coi  gent  profit  on  treasury  stock.  If  the  stock  is  sold  at  less 
than  par  the  t  crence  would  be  charged  to  this  contingent  profit  account; 
if  the  balance  presents  a  gain  it  should  be  credited  to  capital  surplus  to 
close  the  continent  profit  account. 


INDIANA  EXAMINATIONS 
Editor,  Studeni  Department: 

SIR  :  Will  ->u  be  so  kind  as  to  inform  me  whether  the  state  of  Indiana 
grants  a  C.  I  .  degree  or  has  any  legislation  on  the  subject,  and  if  so 
from  whom  I  :ay  obtain  the  qualifications,  date  of  examination  and  other 
necessary  infonation? 

Yours  truly, 

G.  B. 

Indiana  grats  a  C.  P.  A.  degree  and  uses  the  examinations  of  the 
American  Instute  of  Accountants.  You  can  obtain  information  by  ad- 
dressing Lav  :ce  F.  Orr,  secretary  of  the  Indiana  state  board  of  account- 
ancy, State  ^e,  Indianapolis,  Indiana. 

CONTINGENT  STOCK  DONATION 

Editor,  Sine.      '  Department: 

SIR  :  As  subscriber  to  THE  JOURNAL  OF  ACCOUNTANCY  I  request  that 
you  answer  following  through  the  Students'  Department: 

i.  The  :<:ctors  of  a  corporation  make  an  agreement  with  a  stock- 
holder wher  the  stockholder  consents  to  donate  an  amount  of  preferred 
stock  to  be  excelled  for  the  purpose  of  creating  a  surplus,  with  the  under- 
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standing  that  when  a  surplus  is  earned  a  bonus  of  common  stock  shall  be 
issued  to  the  stockholder.  How  would  such  a  transaction  be  shown  upon  the 
books  ? 

2.     Can  a  corporation  purchase  stock  above  par  from  its  employees  ? 

Yours  truly, 

J.  W.  O. 

I  do  not  see  how  the  donation  of  stock  can  be  made  to  produce  a  surplus 
unless  the  donation  is  unconditional.  If  the  stock  is  given  to  the  company 
outright,  the  credit  may  be  made  to  surplus;  but  when  there  is  an  agree- 
ment to  make  repayment  in  common  stock  at  a  later  time,  even  though  that 
agreement  is  dependent  upon  a  contingency,  there  is  no  outright  gift,  and 
a  contingent  liability  has  been  created  instead  of  surplus.  It  would  seem 
to  me,  therefore,  that  the  charge  to  treasury  stock  should  be  offset  by  a 
credit  to  an  account  showing  the  name  of  the  stockholder  and  the  nature 
of  the  account  as  a  contingent  liability  payable  in  common  stock. 

Unless  the  credit  is  made  to  a  liability  account  there  will  be  no  record 
justifying  the  bonus  of  common  stock  to  the  stockholder  at  a  subsequent 
time.  The  bonus  could  not  be  recorded  as  a  dividend  and  charged  to  surplus 
because  all  stockholders  of  the  same  class  must  be  treated  alike  in  the  matter 
of  dividends. 

A  corporation  can  purchase  its  own  stock  from  anyone  at  any  price, 
unless  the  law  of  the  state  in  which  it  is  organized  prohibits  corporations 
from  owning  their  own  stock. 

SELF-BALANCING  LEDGER 

Editor,  Students'  Department: 

SIR:  The  term  "self -balancing  ledger"  has  come  to  my  attention.  I 
would  greatly  appreciate  any  information  that  you  may  be  able  to  furnish 
on  the  subject. 

Yours  truly, 

C.  M.  T. 

A  self-balancing  ledger  is  a  subsidiary  ledger  which  contains  an  account 
which  is  an  exact  duplicate  of  the  controlling  account  in  the  general  ledger 
except  that  it  is  kept  in  reverse.  To  illustrate:  the  subsidiary  ledger  with 
accounts  receivable  could  be  made  self-balancing  by  posting  the  totals  of 
the  accounts  receivable  columns  in  the  books  of  original  entry  twice — once 
to  the  controlling  account  in  the  general  ledger  and  again  to  an  account 
in  the  subsidiary  ledger.  But  items  posted  to  the  debit  of  the  controlling 
account  in  the  general  ledger  are  posted  to  the  credit  of  the  general  or  total 
account  in  the  subsidiary  ledger.  Thus  it  will  have  a  credit  balance  equal 
to  the  sum  of  the  debit  balances  of  the  individual  accounts,  and  a  trial 
balance  can  be  drawn  from  the  subsidiary  ledger.  The  self -balancing 
feature  has  the  advantage  of  enabling  the  subsidiary  bookkeeper  to  test  the 
accuracy  of  his  work  without  being  obliged  to  refer  to  the  controlling 
account  in  the  general  ledger. 
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ACCOUNTS  IN  THEORY  AND  PRACTICE,  by  EARL  A.  SALIERS. 
McGraw-Hill  Book  Company,  New  York.  300  pp. 

PRINCIPLES  OF  ACCOUNTING,  by  ALBERT  CLAIRE  HODGE  and  JAMES 
OSCAR  McKpsEY.  The  University  of  Chicago  Press,  Chicago. 
389PP. 

It  is  worth  noting  that  of  late  years  increasing  numbers  of  books  on 
accounting  are  being  written  by  educators  rather  than  by  professional 
practitioners.  This  is  natural  in  view  of  the  growing  number  of  accounting 
courses  being  installed  in  our  colleges  and  universities.  Aside  from  the 
number  of  young  men  intending  to  make  accountancy  their  profession,  it  is 
being  realized  everywhere  that  knowledge  of  the  principles  of  accounting 
is  a  very  necessary  part  of  the  equipment  for  any  business  or  profession. 
At  present,  courses  in  bookkeeping  and  accounting  are  mainly  a  part  of 
general  business  courses,  where  they,  frankly,  are  not  courses  leading  to  a 
C.  P.  A.  certificate  and  accountancy  as  a  profession;  but  already  we  see 
movements  in  other  departments  of  university  teaching  to  include  them  as 
subsidiary  but  necessary— witness  the  recent  establishment  of  a  new  in- 
dustrial engineering  course  at  Columbia  university,  which  includes  the  study 
of  accounting,  business  law,  corporation  finance  and  factory  costs. 

Naturally  it  follows  that  we  have  books  written  by  members  of  the 
teaching  staff  of  these  accounting  departments.  They  are  text-books  pure 
and  simple,  and  one  does  not  as  a  rule  find  anything  new  or  startling  in 
them  in  the  way  of  theory  or  practice.  But  it  would  be  a  mistake  to  pro- 
nounce them  superfluous  because  they  teach  merely  what  has  been  estab- 
lished as  standard  by  professionals.  These  writers  are  practically  pioneers 
blazing  the  pedagogical  ways  of  accountancy,  and  as  active  practitioners 
have  after  long  years  standardized  theory  and  practice,  so  must  the  edu- 
cators gradually  standardize  the  methods  of  teaching  them. 

It  is  in  this  light  that  we  must  consider  two  books  on  theory  and  prac- 
tice of  accounting  which  have  lately  come  to  the  reviewer's  desk — one  show- 
ing the  method  of  teaching  the  subject  at  Yale  university  by  Professor 
Saliers,  and  the  other  at  the  University  of  Chicago  by  Messrs.  Hodge  and 
McKinsey.  We  have  purposely  taken  the  two  together  because  they  illus- 
trate so  clearly  the  point  we  make  in  the  above  paragraph.  The  two  methods 
are  practically  the  same  as  far  as  the  subject  (theory  and  practice)  is  con- 
cerned. Both  have  practice  problems  at  the  close  of  each  chapter  well 
calculated  to  test  the  student's  grasp  of  the  principles  set  forth;  and  both 
are  well  buttressed  with  bibliographies  of  standard  authorities.  But  while 
Professor  Saliers  begins  with  the  simplest  forms  of  books  of  original 
entry,  and  proceeds,  step  by  step,  in  the  building  up  of  accounts  and  an  ac- 
counting system  to  the  final  profit  and  loss  statement  and  balance-sheet, 
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Messrs.  Hodge  and  McKinsey  exactly  reverse  the  process,  beginning  with 
the  balance-sheet  and  working  back  to  the  books  of  original  entry.  The 
reasons  for  this  novel  method  given  (on  page  191)  by  the  latter  do  not  seem 
convincing  to  us,  but  we  must  decline  to  be  dogmatic  about  it  in  the  absence 
of  any  comparative  statistics,  say  the  percentage  of  those  from  each  in- 
stitution who  have  successfully  passed  the  American  Institute  of  Account- 
ants examinations.  It  is  true  in  both  cases  that  the  books  are  intended 
rather  for  those  who  will  become  in  time  business  executives  than  for  those 
seeking  accountancy  as  a  profession;  nevertheless,  the  successful  proportion 
of  the  latter  who  do  take  the  institute  examinations  would  furnish  a  fairly 
good  test.  Be  that  as  it  may,  however,  here  are  two  distinct  and  diametrically 
opposed  methods  of  teaching  the  same  subject.  It  remains  for  time  and 
experience  to  tell  which  should  be  regarded  as  the  better. 

Professor  Saliers'  book  is  an  admirably  concise  and  logical  presentation 
of  the  theory  of  accounts,  one  that  it  is  a  pleasure  to  read,  aside  from  its 
educational  features.  There  is  a  good  index,  and  its  make-up,  barring  a 
few  printer's  errors,  is  excellent.  It  is  intended  to  cover  the  first  semester 
of  a  college  year,  and  includes  the  main  theory  of  accounting,  with  accom- 
panying drills  in  simple  practice,  and  will  be  followed  by  a  second  to  cover 
more  complicated  aspects  of  accounting  practice,  thus  completing  a  whole 
year's  course. 

Messrs.  Hodge  and  McKinsey's  book  covers  about  the  same  ground,  in 
reverse  order  as  we  have  said,  as  Professor  Saliers'  first  volume,  but  goes 
into  much  more  detail,  as  in  the  matter  of  forms  of  vouchers,  cheques,  etc. 
Principles  are  correctly  stated  and  the  practice  problems  very  good,  but 
the  book  is  not  easy  reading,  to  say  the  least.  Owing  to  its  novel  form  there 
is  much  referring  to  later  matter,  and,  conversely,  repetition  and  referring 
back  to  earlier  matter — a  feature  the  more  exasperating  because  the  book 
contains  no  index  beyond  the  preliminary  table  of  contents  by  chapters. 
That,  we  admit,  might  be  no  disadvantage  to  the  student  who  is  supposed 
to  have  mastered  and  assimilated  what  has  gone  before,  but  it  is  manifestly 
destructive  of  all  logical  development  of  a  thesis  to  the  ordinary  reader. 

A  striking  difference  between  the  books  is  that  Professor  Saliers  dis- 
cusses accounting  theory  broadly  with  an  eye  on  the  legal  aspect  of  it, 
while  Messrs.  Hodge  and  McKinsey  devote  a  large  amount  of  space  to  the 
minutiae  of  a  business  office.  Both  features  are  valuable  and  necessary, 
as  a  casual  inspection  of  the  questions  in  recent  institute  examinations  will 
prove.  It  is  not  easy  to  draw  the  line  between  pure  accounting  theory  and 
commercial  law,  on  the  one  hand,  and  between  theory  and  mere  business 
devices  on  the  other ;  though  the  last  may  well  come  under  the  broad  term 
of  practice.  W.  H.  LAWTON. 

MATHEMATICS  FOR  THE  ACCOUNTANT,  by  EUGENE  R.  VINAL. 
The  Biddle  Publishing  Company,  New  York.    175  pp. 

Probably  not  a  few  would-be  candidates  for  the  American  Institute  of 
.Accountants  or  C.  P.  A.  examinations  have  been  more  or  less  puzzled,  if 
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not  daunted,  by  the  inclusion  of  actuarial  problems  in  the  examination 
papers.  It  is  only  lecently  that  books  on  accounting  theory  and  practice 
have  contained  the  elementary  formulas  and  instructions  dealing  with  com- 
pound interest  which  are  the  basis  of  all  actuarial  science.  Most  authors 
have  contented  themselves  with  a  few  tables  showing  the  comparative 
results  where  the  effect  of  compound  interest  is  recognized  or  ignored,  as 
the  case  may  be,  and  relegated  the  whole  subject  to  that  field  of  higher 
mathematics  restricted  to  life  insurance  and  "mathematical  sharks." 
Curiously  enough  very  few  seemed  to  realize  that,  once  mastered,  actuarial 
formulas  are  actually  labor-saving  devices  worth  knowing. 

With  the  vast  accumulation  of  bond  issues  with  varying  maturities,  pro- 
visions for  sinking  funds,  loans  repayable  in  instalments,  etc.,  it  is  becoming 
a  matter  of  necessity  for  the  public  accountant  to  familiarize  himself  with 
compound  interest  and  annuity  formulas — in  other  words,  to  acquire  the 
elements  of  actuarial  science.  Professor  Vinal's  book  contains  a  short 
course  on  this  subject  prepared  expressly  for  accountants.  Beginning  with 
preliminary  suggestions  (which  will  be  decidedly  helpful  to  any  junior  in 
his  daily  grind),  the  author  leads  us  step  by  step,  and  logically,  through 
simple  interest,  averaging  accounts,  foreign  exchange,  logarithms,  compound 
interest,  annuities,  sinking  funds,  valuation  of  assets  and  amortization  to 
the  valuation  of  bonds  as  the  climax.  Additional  chapters  explain  the  use 
of  the  slide  rule  and  contain  review  problems  and  problems  taken  from 
institute  examination  papers.  Many  of  the  subjects  of  these  chapters  are, 
of  course,  handled  in  any  good  book  on  accounting  theory  on  an  arithmetical 
basis.  The  virtue  of  Professor  Vinal's  method  is  that  they  are  all  reduced 
to  a  set  of  labor-saving  formulas. 

The  author  promises  in  a  later  edition  that  a  collection  of  formulas  shall 
appear  as  a  separate  chapter,  a  needed  improvement. 

It  is  perhaps  well  to  suggest  to  intending  purchasers  that  tables  of 
logarithms  are  necessary  in  order  to  work  out  many  of  the  problems  sub- 
mitted. There  is  only  one  table  (of  ten-place  logarithms  of  the  interest 
ratios)  in  Professor  Vinal's  book,  though  we  can  see  no  reason  why  a  later 
edition  should  not  contain  the  regular  tables  of  logarithms,  thus  making  it 
not  only  a  text-book  for  the  student  but  a  valuable  tool  of  trade  for  his 
working  years.  W.  H.  LAWTON. 

BUSINESS  LAW,  by  THOMAS   CONYNGTON.     The  Ronald  Press,   New 

York.    Two  volumes.    800  pp. 

Of  the  making  of  laws,  as  of  books,  there  is  no  end,  as  anyone  familiar 
with  the  enormous  output  of  congress,  the  state  legislatures,  municipalities, 
utility  boards,  boards  of  health,  education,  etc.,  can  testify.  We  are  all 
subject  to  these  manifold  laws  and  regulations,  and  it  is  a  maxim  of  the 
law  that  ignorance  of  them  excuses  no  man— a  maxim  which  under  the 
limitations  of  an  average  lifetime  induces  a  lively  sympathy  with  Mr. 
Bumble's  famous  aphorism  "The  law  is  a  hass !"  It  has  been  said,  and  no 
doubt  with  truth,  that  every  one  of  us  is  unwittingly  guilty  of  violating  some 
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law  or  local  regulation  every  day  of  his  life.  Nevertheless,  while  one  may 
with  some  self-respect  be  ignorant  of  the  fact  that  he  is  violating  a  law 
when  he  employes  a  boy  under  fourteen  as  a  caddy,  offers  a  cigarette  to  his 
son,  a  minor,  or  fails  to  include  in  his  income-tax  return  the  value  of  sundry 
balls  won  by  superior  skill  at  golf,  "yet,"  says  Mr.  Coyngton,  "from  this 
unwieldy  mass  of  law  may  be  elicited  perhaps  certain  guiding  principles  that 
everyone  should  know— general  rules  that  will  guide  us  safely  past  most  of 
the  difficult  places.  Knowing  these  it  is  possible  for  a  man  so  to  shape  his 
business  course  and  his  relations  with  his  fellows  as  to  have  little  to  do 
with  courts  or  lawyers."  pp.  iii-iv).  It  is  with  such  principles,  particularly 
with  regard  to  business  relations,  that  the  book  deals.  It  is  by  no  means 
an  easy  subject  to  handle,  and  for  its  successful  result  requires  the  experi- 
ence of  one  who  is  both  lawyer  and  practical  business  man.  This  experi- 
ence the  author  is  fortunate  enough  to  possess,  and  that  the  book  has  reached 
a  second  edition  within  two  years  is  evidence  that  it  is  fulfilling  its  purpose. 

It  cannot  be  too  strongly  emphasized  that  this  book  is  not  to  be  classed 
with  that  enticing  form  of  popular  fiction  denoted  by  such  titles  as  "Every 
man  his  own  lawyer !"  On  the  contrary,  one  cannot  give  the  book  an  in- 
telligent reading  without  gaining  the  strong  impression  that  no  important 
contract  or  business  engagement  should  be  undertaken  without  competent 
legal  advice.  On  the  other  hand  a  thorough  understanding  of  the  legal 
principles  explained  in  the  book  will  save  many  from  taking  foolish  steps, 
or  incurring  useless  and  unavailing  expense  in  trying  to  evade  the  legal  con- 
sequences of  their  own  ignorance. 

Mr.  Conyngton's  book  is  well-known  to  the  public  accountancy  profes- 
sion, and  is  recommended  for  study  by  those  who  seek  to  enter  it,  so  there 
is  hardly  any  need  for  detailed  description  of  it  in  these  pages.  It  is 
especially  adapted  for  study  by  those  who  are  seeking  the  C.  P.  A.  certifi- 
cate, in  that  each  chapter  closes  with  review  questions  which  are  largely 
taken  from  old  examination  papers.  W.  H.  LAWTON. 

NEW  COLLECTION  METHODS,  by  E.  H.  GARDNER.    The  Ronald  Press, 
New  York.    467  pp. 

A  public  accountant  can  hardly  be  expected  to  undertake  the  task  of 
installing  a  modern  credit  department,  yet  as  his  diagnosis  of  a  moribund 
business  may  indicate  "poor  collections"  to  be  the  chief  cause  of  the  patient's 
alarming  condition,  the  prescription  of  Mr.  Gardner's  book  might  well  be 
in  order.  As  in  medicine,  so  in  business,  the  doctor  may  not  always  be  able 
to  work  a  cure,  but  he  can  frequently  point  out  the  way,  after  which  it  is 
up  to  the  patient.  All  of  which  is  to  say  that  Mr.  Gardner's  book  is  certainly 
worth  a  place  in  the  public  accountant's  working  library — if  only  to  suggest 
ways  of  collecting  his  own  bills! 

The  fact  that  the  book  is  in  its  second  edition  indicates  sufficiently  that 
it  fills  the  need  of  a  practical  manual  of  procedure  for  the  credit-man. 
Mainly  it  is  descriptive  of  methods  and  forms  used  by  some  of  our  most 
successful  wholesalers  and  mail-order  houses  in  making  collections  promptly 
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and  systematically.  Ordinarily  this  would  furnish  dry  reading  to  those  not 
interested  in  the  subject,  but  Mr.  Gardner  has  succeeded  in  making  it  in- 
teresting to  the  general  reader  by  his  study  of  the  practical  psychology 
underlying  the  various  methods  of  prodding  reluctant  debtors. 

The  only  consistent  thing  about  human  life  apparently  is  its  inconsistency. 
Therefore,  perhaps  one  should  not  be  astonished  by  curious  contradictions 
one  encounters  in  the  book,  such  as  the  statement :  "To  go  to  a  cash  basis 
would  set  back  the  clock  by  centuries"  (p.  26).  The  aim  of  the  credit 
department  being  to  shorten  the  terms  of  credit  as  much  as  possible,  it 
would  be  logical  to  consider  the  cash  basis  as  the  ultimate  goal  to*  be 
obtained.  If  it  is  argued  that  the  retailer  should  have  a  reasonable  time 
in  which  to  turn  over  his  stock,  the  obvious  retort  is  that  he  should  either 
have  sufficient  working  capital  of  his  own  to  tide  him  over  or  else  look  to 
the  banks,  which  are  the  proper  purveyors  of  credit.  Again,  after  reading 
the  praises  of  high  moral  standing  and  frankness  in  commercial  life,  it 
jars  a  bit  to  note  the  instances  of  saying  one  thing  while  meaning  some- 
thing entirely  different,  as  shown  in  some  of  the  form  letters  which  Mr. 
Gardner  quotes.  This  may  be  tact,  but  it  irresistibly  reminds  one  of  the 
cynical  definition  of  tact — "the  ability  to  lie  like  a  diplomat."  Still,  if  busi- 
ness is  competition  and  competition  is  but  but  a  form  of  war,  we  must  give 
the  credit-man  his  due  for  endeavoring  in  his  field  to  eliminate  the  fright- 
fulness  of  the  verbal  bludgeon  in  favor  of  the  more  skillful  and  no  less 
deadly  play  of  the  rapier.  W.  H.  L. 

BONDS  AND  THE  BOND  MARKET.  March  number,  The  Annals  of 
the  American  Academy  of  Political  and  Social  Science,  published  by 
The  American  Academy  of  Political  and  Social  Science,  Philadelphia. 
The  number  of  the  Annals  in  question  has  as  much  of  an  appeal  to  the 
student  as  to  the  present  or  the  prospective  investor.  One  is  impressed  with 
the  orderly  and  scholarly  arrangement  and  presentation  as  well  as  the  quality 
of  the  material  offered.  The  first  part  analyzes  and  discusses  bonds  as 
financial  investments,  and  describes  the  media  and  mechanism  whereby  bonds 
are  brought  to  the  investor.  The  second  part  differentiates  the  various  classes 
of  American  government  and  corporate  bonds.  These  articles  are  by  well- 
known  persons  whose  practical  experience  in  the  field  of  finance  makes  the 
contributions  the  more  authoritative  and  valuable.  The  third  part,  on 
foreign  government  bonds,  is  especially  illuminating  and  interesting.  It 
helps  to  open  up  a  vista  which  Americans  must  needs  have  if  America  is 
to  take  her  place  in  the  affairs  of  international  finance.  It  helps  one,  in- 
cidentally, to  think  about  domestic  problems  which  are  now  so  complicated 
by  international  relations.  The  balance  of  the  number  is  made  up  of  mis- 
cellaneous articles,  the  outstanding  of  which  are  The  Effect  of  Taxation  on 
Securities,  History  of  Bond  Prices,  and  Causes  Affecting  the  Value  of 
Bonds. 

Whoever  conceived  the  idea  of  making  the  March  number  of  the  Annals 
a  treatise  on  bonds  and  the  bond  market  conferred  a  favor  on  society.    It 
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brings  together  in  a  very  coherent  manner  much  information  which  formerly 
was  widely  scattered.  It  adds  some  things  which,  so  far  as  the  reviewer  is 
aware,  formerly  did  not  exist.  JOHN  RAYMOND  WILDMAN. 

STATISTICS  IN  BUSINESS,  by  HORACE  SECRIST.    McGraw-Hill  Book 
Company,  New  York. 

Dr.  Secrist  follows  up  his  larger  work — An  Introduction  to  Statistical 
Methods,  which  was  noticed  in  the  September,  1918,  issue  of  THE  JOURNAL 
OF  ACCOUNTANCY — with  a  small  handbook  for  the  use  of  executives  in  busi- 
ness. Doubtless  it  might,  as  the  author  hopes,  be  of  use  in  schools  of 
commerce,  but  personally  we  should  prefer  to  see  the  student  secure  the 
broader  foundation  of  the  author's  earlier  volume.  As  a  manual  for  the 
business-man,  however,  it  is  all  that  such  a  book  should  be.  Any  intelligent 
man  can  grasp  the  fundamental  principles  quickly  and  readily,  and  in  the 
illustrations  of  graphs  and  charts  he  will  have  little  difficulty  in  finding 
something  suited  to  his  needs. 

The  book  tells  how  to  gather  pertinent  statistics,  how  to  analyze  them, 
how  to  chart  them,  and  finally  how  to  use  the  charts  to  the  best  advantage. 
The  most  helpful  chapter  to  the  average  business  man  is  the  second,  The 
Facts  of  Business,  which  tells  him  generally  what  kind  of  facts  he  needs 
and  where  he  may  find  them.  Simple  as  that  may  sound  to  the  average 
reader,  the  author  has  nevertheless  elaborated  a  most  important  fact,  viz: — 
that  statistics  to  be  of  practical  use  must  be  gathered  very  largely  from 
outside  the  business  concern.  Internal  statistics  are  necessary  and  useful, 
but  unless  they  are  related  to  external  facts  and  conditions  governing  the 
trade,  all  progress  is  necessarily  haphazard.  Most  business-men  realize  this 
more  or  less,  but  have  been  ignorant  of  where  such  facts  could  be  obtained. 
To  such  this  chapter  will  be  an  eye-opener.  W.  H.  L. 

COST  AND  WAGE  RATE  BOOK,  published  by  the  Special  Purpose  Book 
Company,  New  York,  1919. 

There  is  nothing  particularly  new  or  startling  about  this  book  so  far  as 
the  reviewer  knows.  Rate  books  have  been  used  for  many  years,  perhaps 
many  centuries.  Interest  tables  were  probably  the  first  representation  of 
this  form  of  book.  Latterly  the  activity  in  cost  accounting  has  created  a 
demand  for  tables,  especially  those  having  to  do  with  wages.  The  book  in 
question  appears  to  be  serviceable  in  computing  labor  costs.  It  might  also 
be  used,  perhaps  somewhat  more  laboriously,  in  making  material  calcula- 
tions. The  rates  begin  at  ten  cents  and  increase  by  intervals  of  one-half 
cent  until  they  reach  one  dollar.  Beyond  that  and  up  to  a  dollar  and  twenty- 
five  cents  they  increase  by  intervals  of  two  and  a  half  cents.  For  each  cent 
or  half  cent  of  increase  there  is  shown  the  amount  corresponding  to  each 
hour  or  fraction  thereof,  the  fractions  being  scaled  to  tenths  except  in  the 
cases  of  one-quarter  and  three-quarters. 

Any  one  who  has  a  deal  of  computing  to  do  would  undoubtedly  find  the 
book  useful.  It  should  appeal  especially,  as  is  suggested,  to  timekeepers, 
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estimators,  engineers,  surveyors,  contractors  and  cost  accountants.  The 
auditor  might  find  it  of  help  in  cases  where  there  are  many  calculations  to 
check.  JOHN  RAYMOND  WILDMAN. 

R.  A.  O.  A.  NINETEEN-TWENTY  SYNOPSIS,  edited  by  E.  R. 
WOODSON,  secretary,  Railway  Accounting  Officers'  Association,  1116 
Woodward  building,  Washington,  D.  C 

This  book  is  a  synopsis  of  decisions  and  recommendations  relating  to 
freight,  passenger  and  disbursement  accounting,  covering  from  July,  1888, 
to  May,  1920.  It  deals  with  one  phase  of  railway  accounting — interline  traffic 
— and  is  confined  to  primary  reports  to  be  made  by  station  agents  and  at- 
countants  for  interline  billing,  accounting  and  auditing. 

It  is  surprising  at  first  to  read  in  The  Railway  Age  that  "this  is  the  first 
book  of  its  kind  ever  published,"  but  the  first  paragraph  of  the  book  (p.  10) 
explains  succinctly  the  obstacles  which  the  R.  A.  O.  A.  had  to  overcome  in 
persuading  the  railroads  to  adopt  a  uniform  interline  system.  The  recital 
of  these  obstacles  will  arouse  reminiscent  and  sympathetic  emotions  in  the 
mind  of  the  accountant  who  has  ever  taken  part  in  a  similar  movement  for 
uniform  accounting.  We  have  the  word  of  The  Railway  Age  that  the  com- 
piler of  the  book  has  been  eminently  successful  in  his  work,  and  certainly  a 
cursory  perusal  of  many  paragraphs  carries  the  impression  that  the  rules  laid 
down  are  clear  and  unambiguous. 

Though  the  manual  is  intended  primarly  for  the  use  of  railway  agents  and 
auditors,  it  is  well  worth  study  by  the  public  accountant,  if  only  to  get  valu- 
able hints  how  to  handle  so  complicated  a  matter  tersely  and  lucidly. 

W.  H.  L. 

GRAIN  EXPORT  CALCULATION  TABLES,  by  FREDERICK  H.  BAUGH. 
The  John  Hinrichs  Cable  Code  Company,  Baltimore. 

If  any  excuse  is  required  for  Mr.  Baugh's  handy  little  book  (102  pp. 
and  small  enough  to  carry  in  one's  pocket)  it  will  be  found  in  the  opening 
paragraphs  of  the  preface: 

"Owing  to  the  wide  fluctuations  of  commodity  prices  and  exchange  rates, 
existing  tables  for  figuring  grain  exports  have  become  inadequate. 

"To  compile  a  book  of  tables  by  former  methods    *  would  re- 

quire approximately  5,000  pages." 

The  export  grain  trade  is  surely  under  heavy  obligations  to  Mr.  Baugh 
for  this  labor-saving  device.  Public  accountants  auditing  concerns  in  this 
trade  will  need  it  in  verifying  sales. 

W.  H.  L. 

INCORPORATED  ACCOUNTANTS'  YEAR-BOOK  FOR  1920. 

The  Incorporated  Accountants'  Y ear-Book,  issued  by  the  council  of  the 
Society  of  Incorporated  Accountants  and  Auditors  of  Great  Britain,  con- 
tains the  names  of  2,910  members,  of  whom  all  but  446  are  residents  of  Great 
Britain.  The  year-book  contains  the  usual  information  in  regard  to  regula- 
tions, etc.,  of  the  society. 
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HOW  TO  AUDIT.    The  McArdle  Press,  Inc.,  New  York. 

A  manual  of  instruction  originally  prepared  for  the  staff  of  and  under 
the  supervision  of  a  firm  of  accountants  and  auditors.  The  book  is  an  attempt 
at  the  practical,  though  it  may  better  be  said  to  discuss  certain  purely 
mechanical  processes  without  in  any  way  getting  at  the  fundamentals  of  the 
science  of  auditing.  The  four  sections  of  the  book  cover  (a)  the  general 
rules  of  conduct  for  the  auditor,  (b)  general  instructions  covering  the  conduct 
of  an  audit,  (c)  peculiar  conditions  to  be  looked  for  in  particular  businesses, 
and  (d)  suggested  paragraphs  for  use  in  writing  a  report. 

We  are  informed  that  "the  mere  presentation  of  a  financial  statement 
is  seldom  enough,"  and  then  are  furnished  with  some  125  stereotoyped  para- 
graphs to  insert  verbatim  in  writing  the  report  It  at  first  seemed  odd  to  us 
that  the  author's  name  appeared  nowhere  in  the  book,  but  after  a  short 
perusal  the  reason  was  obvious.  For  the  commercializer  of  accounting  prac- 
tice the  book  will  have  a  real  appeal.  For  the  accountant  who  considers 
himself  a  member  of  a  learned  and  honorable  profession,  who  desires  to 
give  his  client  more  than  a  report  of  stereotyped  paragraphs,  it  can  have  no 
appeal.  It  is  to  be  regretted  that  such  a  book  has  made  its  appearance  in 
accounting  literature.  J.  H.  J. 


American  Association  of  University  Instructors  in  Accounting 

The  American  Association  of  University  Instructors  in  Accounting  is 
to  hold  its  fifth  annual  meeting  at  Haddon  Hall,  Atlantic  City,  December 
28  and  29,  1920.  The  programme  as  arranged  by  H.  T.  Scovill,  of  the 
university  of  Illinois,  includes  the  following : 

Tuesday,  December  28,  morning  session,  beginning  at  10  A.  M.,  aim 
and  scope  of  courses  in  cost  accounting,  income-tax  procedure  and  graduate 
and  research  work  in  accounting.  The  afternoon  session,  Tuesday,  will 
be  devoted  to  a  discussion  of  the  relation  of  the  University  Accounting 
Instructors'  Association  to  other  organizations  interested  in  accounting 
education,  such  as  the  American  Institute  of  Accountants,  correspondence 
schools  and  private  business  enterprises. 

Wednesday,  December  29,  morning  session,  beginning  at  9:30,  profits 
and  income  and  revision  of  federal  taxation.  The  afternoon  is  reserved 
for  a  short  business  session,  followed  at  3  P.  M.  by  a  discussion  of  teaching 
methods  in  accounting.  Twenty-five  of  the  leading  accounting  educators 
of  the  country  are  to  take  part  in  the  programme. 

An  invitation  is  extended  to  all  interested  in  accounting  education  to 
attend  the  meeting. 


Theodore  I.  Schneider  announces  the  change  of  his  firm  name  from 
Frank  Loeb  Schneider  Company  to  Theodore  I.  Schneider  Company,  and 
the  removal  of  offices  from  220  Fifth  avenue  to  1140  Broadway,  New  York. 
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Accounting  Terminology 

Editor,  The  Journal  of  Accountancy: 

SIR:  I  write  to  ask  if  you  will  be  good  enough  to  bring  to  the  attention 
-of  the  readers  of  THE  JOURNAL  OF  ACCOUNTANCY  the  action  taken  at  the 
annual  meeting  of  the  American  Institute  of  Accountants  last  month,  which 
led  to  the  appointment  by  the  president  of  the  institute  of  a  special  com- 
mittee on  accounting  terminology. 

With  your  permission  I  should  like  to  outline  the  present  plans  of  the 
committee,  which  are,  of  course,  subject  to  modification,  and  to  ask  the 
cooperation  not  only  of  the  members  of  the  accounting  profession  but  of 
others  who  are  interested  in  the  matter  of  securing  a  uniform  terminology. 
The  need  for  this  work  is  so  generally  recognized  that  it  is  unnecessary 
to  enlarge  upon  this  point  here,  and  it  will  be  sufficient  to  say  that  the 
use  of  accounting  to  the  commercial  world  in  America  has  increased  so 
largely  in  the  last  few  years,  partly  on  account  of  the  work  connected  with 
income-tax  returns,  that  the  need  is  greater  than  ever  and  appears  to  be 
recognized  on  all  sides. 

The  plans  on  which  the  committee  is  at  present  working  are  as  follows : 

The  preparation  of  a  preliminary  list  of  words  and  expressions  to  be 
defined.  This  will  be  gathered  from  actual  practice  and  from  the  general 
accounting  literature,  full  use  being  made  of  the  excellent  reports  of  the 
previous  committees.  It  now  looks  as  though  the  list  will  include  at  least 
five  hundred  or  six  hundred  words.  This  preliminary  list  being  prepared, 
the  committee  proposes  to  select  some  of  the  expressions  which  are  in  daily 
use,  such  as :  assets,  liabilities,  income,  profits,  etc.,  and  to  define  these  in  all 
their  varieties.  This  list  will  itself  be  a  fairly  long  one,  as  some  of  the 
titles,  such  as  assets  and  expenses,  will  probably  include  eighteen  or  twenty 
sub-titles,  such  as  available  assets,  quick  assets,  etc. 

The  committee  will  collect  the  best  existing  definitions  for  each  one  of 
these  expressions,  and  will  then  decide  upon  the  particular  definition  which 
appeals  to  the  committee  as  a  whole.  The  result  of  this  will  be  such  that, 
if  we  take  the  word  "assets"  for  example,  we  shall  have  probably  eighteen 
or  twenty  definitions  of  the  various  kinds  of  assets  which  occur  in  practice. 
These  definitions  we  propose  having  multigraphed  and  sent  to  a  fairly  large 
list  of  correspondents,  asking  them  for  their  suggestions  and  criticisms. 
Upon  these  being  received,  the  committee  will  take  them  as  a  whole  and 
review  them — making  a  final  list  of  definitions  which  will  in  turn  be  sub- 
mitted to  the  institute  for  its  approval. 

In  addition  to  having  these  correspondents,  the  committee  would  like  to 
use  the  bulletins  of  the  institute  for  the  preliminary  publication  of  these 
definitions  as  they  are  determined. 

When  the  work  is  completed,  which  will  probably  take  a  year  or  more, 
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the  institute  will  then  have  a  complete  set  of  definitions  as  nearly  repre- 
sentative of  the  best  ability  of  the  profession  as  can  be  secured,  and  it  is 
hoped  that  this  will  prove  to  be  of  sufficient  value  to  warrant  publication 
in  book  form  by  the  institute  and  with  its  endorsement. 

In  order  to  enlarge  the  scope  of  this  work,  the  committee  proposes  to 
secure  the  widest  cooperation  possible,  so  as  to  put  the  work  on  the  broadest 
basis,  and,  with  this  in  view,  we  propose  to  take  the  matter  up  with  the 
following  bodies  or  classes  of  correspondents : 

i.  The  government  departments,  particularly  the  income-tax  unit,  federal 
trade  commission,  interstate  commerce  commission,  securing,  if  possible, 
their  approval  of  the  definitions  assigned  to  them. 

2.  State  public  service  or  utility  commissions,  such  as  those  of  New 
York,  Wisconsin  and  Massachusetts. 

3.  The  heads  of  the  commercial  departments  of  the  various  universities 
throughout  the  country  from  Harvard  to  California. 

4.  The  various  leading  accounting  schools  throughout  the  country. 

5.  Institutes  or   societies  representing  allied   professions,   such   as  the 
National    Institute   of   Cost   Accountants,    National    Railway   Accountants' 
Association,    National    Society    of    Municipal    Officers,    and    engineering 
societies. 

6.  A  few  of  the  leading  firms  engaged  in  appraisals  and  efficiency  work. 

7.  The  accounting  societies  of  Great  Britain  and  Canada. 

8.  Those  trade  associations  which  have  adopted  uniform  systems  of 
accounting. 

9.  A  select  list  of  individuals,  including  members  of  the  council  of  the 
institute  and  former  members  of  the  committee  on  terminology  of  the  old 
American  Association  of  Public  Accountants. 

The  committee  realizes  that  the  general  acceptance  of  any  set  of  detiini- 
tions  can  be  best  secured  by  obtaining  expressions  of  opinion  from  as  wide 
a  range  as  is  possible;  for  any  attempt  to  force  individual  ideas  would 
deprive  the  work  of  iU  chief  value.  On  this  account,  therefore,  it  not  only 
offers  to  accept,  but  urgently  begs,  that  suggestions  and  criticisms  of  all 
kind  be  sent  to  it  by  any  who  are  interested  in  the  matter.  These  may  be 
forwarded  to  any  member  of  the  committee,  but  for  the  sake  of  convenience 
it  may  be  better  to  address  them  to  the  undersigned,  in  addition  to  whom 
the  other  members  are  Edward  H.  Moeran,  of  120  Broadway,  New  York, 
and  John  Flint,  of  50  Pine  street,  New  York. 

Yours  truly, 

WALTER  MUCKLOW,  Chairman, 
56  U.  S.  Trust  Company,  Jacksonville,  Fla. 


John  M.  Palm,  James  B.  Aiken  and  Belton  B.  O'Neall  announce  the 
formation  of  a  partnership  under  the  title  of  Palm,  Aiken  &  O'Neall,  with 
offices  in  the  Southern  Life  building,  Greenville,  South  Carolina. 
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